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Case Studies in Auditing Procedure No. 9 
—A Wholesale Distributor of Newspa- 
pers and Magazines 
Published by the AMERICAN INSTITUTE OF 
AccounTANTS, New York, N. Y., 1951. 
Pages: 46; single copy 50¢, reduction of 
10¢ for orders of 10 or more copies, special 
price of 25¢ per copy to accounting stu- 
dents enrolled in recognized colleges or 
schools 
This is another study in the series which 

sets forth auditing procedures which have 

been actually used in carrying out an audit 
engagement. 
The material is arranged under the follow- 
ing general headings: 
Description of business 
Accounting records 
Major accounting policies 

internal control 

General audit procedures 

Conclusion 


Review of 


In a well balanced and 
presentation, this study includes a description 
of the business activities in detail and a 
wealth of information as to the accounting 
records and procedures employed. 


readily followed 


A helpful feature of the arrangement of 
the pamphlet is the separate treatment of the 
auditing procedures used to test the account- 
ing sysetm or internal control from those 
employed to substantiate vear-end balances. 
\dditional clarity is achieved by showing un- 
der each sub heading, such as “cash receipts”, 
receivable and sales’, etc., first a 
description of the procedures used, followed 
by an outline of the auditing procedures ap- 
plied to that section of the system. 


“accounts 


of the distribution of the audit 
vear, the amount of 
classification of staff 
is included. 


A summary 
work throughout the 
time required, and the 
used on the engagement, 


This study leaves few questions unanswered 
as to the business activities, accounting rec- 
ords maintained and methods followed, and 
auditing procedures used. It should prove as 
helpful to those interested in the accounting 
system and controls for a business of this 
type as to those concerned with the auditing 
of such an enterprise. 


Joun FI. SCHMONSEES 


a. & Cranstoun 


PERSONNEL AND BUSINESS 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00, 
15¢ a word, minimum $3.00, 
Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service : Desk pt -ovided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 

C.P.A., 38, Society member, former Revenue 
Agent, moderate practice, desires to expand 
by purchasing individual accounts or practice 
in Metropolitan area or Long ot Liberal 


terms. Box 417, New York C.P.A 








Calculating Service 
Inventories computed, sales analysis, ete. 
Special service to C.P.A’s. Verna Crawford, 
565 Fifth Avenue, E Ldorado 5 -0280. 


( “PLA. has tax-free, debt-free corporations. 
with large current and recent losses; will 
confer with CPA servicing profitable, high- 








tax enterprises, view toward advantageous 
business transactions. Box 419, New York 
CPA 


C.P.A., 31, wide experience, excellent con- 
tacts. $3,500 practice, available 200 days an- 
nually, Desires association, partnership, pur- 
chase pr actice. Box 420, New York C.P.A. 

“P. A., 46, Society member, has noc lientele. 
oe managing partner established ac- 


countants. Investment or relocate similar 
proposition. Box 422, New York C.P.A. 
Office, private or will share, in lawyers’ 


downtown suite. 


SITUATIONS WANTED 


COrtland 7-1432. 


-P.A., 8 years diversified public accounting 
pac In desires per diem work metropoli- 


tan area. Member ATA, State Society. 
Box 418, New York C.P.A. 
Accountant, C.P.A., 29, veteran, married. 


Now beginning fifth year of public account- 
ing. Seeks position in Manhattan as assistant 
comptroller or office manager. 


Box 421, 
New York C.P.A 


Tax Accountant—Attorney 
Age 42; twenty years experience most types 
federal, state, municipal taxation; including 
preparation of tax returns, examinations, 
protests, appeals. Nine years head of tax 
department C.P.A. firm; specialist on excess 
profits, reorganizations, interstate companies, 


nt trusts, tax-planning. Box 423, New York 
New York, N. Y. rus | 
CPA, 
(Continued on page 725) —- - —_ 
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(Continued from page 724) 
Economic Effects of Section 102 


Published by the Tax Institute, INc., 
Princeton, N. J., 1951. Pages: xxiii + 314; 
$5.00. 

It is a left-handed tribute to the penalty 
ax on the unreasonable accumulation of 

profits that the section of the Internal Rev- 
nue Code under which it is imposed can be 
ited in the title of this volume with full 
assurance that the reader will be thus 
pprised of its contents. No other section 

f the Code could be referred to so familiar- 
ly, and this despite the fact that cases aris- 
ng under Section 102 are relatively few and 
ar between. 

For many years, tax practitioners and tax- 
payers have annually invoked the oracles for 
‘yidance as to whether or not and to what 
‘4tent dividends should be declared in order 
to avoid falling afoul of Section 102. The 
invocations were measurably intensified by 
the famous question on the 1946 return ask- 
ing about dividend payments. Because of 
the widespread discussion of this question, 
he Tax Institute undertook the task of as- 
embling facts bearing on the actual impact 
f Section 102 on the actions and policies cf 
orporations and to present the opinions of 
arious tax experts on possible revision of 
the Section. 

The Tax Institute is a nationwide research 
irganization with headquarters at Princeton, 
New Jersey. In order to clarify difficult 
problems, the Tax Institute conducts panel 

iscussions by experts representing different 
oints of view. To explore the effects of 
Section 102, a questionnaire was mailed to 
selected tax practitioners, followed by a fact- 
inding panel and a policy discussion panel. 
[he study was inaugurated in 1949 when Mr. 
J. K. Lasser, C.P.A., was president of the 
lax Institute and the panels of experts were 
presided over by Mr. Edwin B. George, 
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DEPENDABLE 
Employment Agency 


220 W. 42nd St. N.Y.18 


BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 


¢ COMPTROLLERS e BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors ¢ TYPISTS 

° SALES e CLERKS 





Established 1939 


Wm. Schnuer, BBA, MBA Shirley Schnuer 


Licensee Licensee 








FIFTH AVENUE TELEPHONE SERVICE 


¢ Efficient personalized mail-phone service 
¢ We make appts., relay messages accurately 
¢ Desk and office space available 

¢ Call Mr. Bernard today for information 


IU 2-3383 516 FIFTH AVE. 


a 





specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


new york city long Island city 


140 w. 42 street | 25-15 bridge plaza n. 
longacre 4-3834 stillwell 6-5707 


directed by a certified public accountant 
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Brokteepo 


UNLIMITED 


The Lmployment Agency for Bookkeqpers 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 
BOOKKEEPING PERSONNEL — Ex chaswely, 
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Major General William FE Dean, of Berkeley, 


California—Medal of Honor. In the hard early days of the Korean War, when it 
was Red armor against American rifles, General Dean chose to fight in the most 
seriously threatened parts of the line with his men. At Taejon, just before his posi- 
tion was overrun, he was last seen hurling hand grenades defiantly at tanks. 

General William Dean knew in his heart that it’s every man’s duty to defend 
America. You know it, too. The General’s job was in Korea and he did it superbly 
well. Your defense job is here at home. And one of the best ways to do that job is to 
start right now buying your full share of United States Defense* Bonds. For 
remember, your Defense Bonds help keep America strong, just as soldiers like 
General Dean keep America safe. And only through America’s strength can your 
nation... and your family ...and you... have a life of security. 

Defense is your job, too. For the sake of all our servicemen, for your own sake, 
help make this land so powerful that no American again may have to die in war. 
Buy United States Defense* Bonds now—for peace! 








Remember when you’re buying bonds the Payroll Savings Plan where you 
for defense, you’re also building per- work, or the Bond-A-Month Plan 
sonal cash savings. Remember, too, where you bank. For your country’s 
if you don’t save regularly, you gen- security, and your own, buy United 
erally don’t save at all. So sign up in States Defense Bonds! 


*CLS: Savings Bonds are Defense Bonds - Buy them regularly! 


The U. S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America as a public service. 
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(Continued from page 725) 





Director of the Department of Economics of 
Dun & Bradstreet. This volume summarizes 
the results of the questionnaire and repro- 
duces verbatim the discussions which took 
place on both panels. Recognizing the in- 
herent sprawling nature of a work which 
seks to reflect the views of the two hun- 
dred practitioners who responded to the ques- 
tionnaire, and the discussions, in good part 
extemporaneous, of the two dozen experts 
who constituted the panels, the volume in- 
cludes a comprehensive synopsis of the views 
expressed together with a detailed index. 
There is also included an extensive bibliog- 
raphy covering all phases of Section 102 
ranging from the legislative history of the 
section to its effect on key-man life insurance. 
What are the economic effects of Section 
102? Probably the most universal effect 
noted was the fear and uncertainty caused 
by the provision with consequent pressure to 
undertake unbusinesslike actions such as un- 
wise Or premature expansion and excessive 
merchandise purchases or commitments. 
Other effects noted were the use of debt 
rather than equity financing, and the sales 
and mergers of corporations resulting in the 
concentration of business enterprise. 

There appeared to be a general apprecia- 
tion by the policy panel of the reasons for 
the existence of Section 102, so that a ma- 
jority of the panel did not recommend repeal. 
A majority of the panel felt that, without 
undue damage to the purposes of the section, 
certain changes could and should be made. 
Thus it was the majority feeling that the 
Commissioner should stipulate more clearly 
the reasons justifying the retention of profits ; 
that the burden of proof be on the Commis- 
sioner to prove unreasonable accumulation ; 
that a business be allowed to accumulate 
against foreseeable future needs and not be 
testricted to immediate projects; that a 
business be allowed to accumulate funds based 
on replacement costs of depreciating prop- 
erty; that dividends paid within two and a 
half months after the close of the taxable 
year be considered in applying Section 102; 
and that a credit of 90% be allowed against 
the amount of a deficiency if distribution is 
made within ninety days of filing of the 
notice. 

Being a wide survey of the thoughts of 
active and expert tax practitioners and con- 
fanng also a fine bibliography, this book 
can, in addition to its stated purpose of as- 
sessing the operation of the section, be of 
Value to one called upon to deal with a 
specific Section 102 situation. 


Oscar HANIGSBERG 
New York, N. 
195] 
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Many of 
Your Clients 
Weed ADDITIONAL 


WORKING 
CAPITAL 






here is “READY CASH” 


in the easiest possible way 


Let us cooperate with you in provid- 
ing your client with the cash necessary 
to aid his business. 

Write or phone: 
MR. HERBERT PECHMAN 


TERLIING FACTORS CO. 


570 7 AVE., N.Y. 18,N.Y. 
CHickering 4-6970 
Established 1929 











Codification of Statements on 

Auditing Procedure 

3ased on Statements 1 to 24 (1939 to 

1949). Issued by the Committee on Audit- 

ing Procedure of the American Institute 

of Accountants. AMERICAN INSTITUTE OF 

Accountants, New York, N. Y., 1951. 

Pages: 59; $1.00. 

This is a codification of the more valuable 
and currently useful features of the 24 State- 
ments on Auditing Procedure. As a result, 
Statements Nos. 7, 9, 
have been omitted from the summary, be- 
cause the material contained in them applies 
only to special situations. Important substan- 
tive changes were also made in Statements 
1, 3 and 12 to give effect to an additional 
conclusion reached by the committee in the 
areas of inventory observation and confirma- 
tion of receivables, as well as to Accounting 
Series Releases Nos. 62 and 70, issued by 
the SEC. 

The Appendix contains material on Case 
Studies in Inventories; Confirmation of Pub- 
lic Utility Accounts Receivable; References 
the Independent Public Accountant in 
Securities 
Representations Regarding Inventories, Lia- 
bilities, and Other Matters; and a List of 
Statements on Auditing Procedure. 


15, 17, 20 and 21 


Registrations; Clients’ Written 
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YOUR CLIENTS MAY 
APPRECIATE GETTING 
THIS INFORMATION 


CORPORATION OFFICIALS frequently 
face the problem of investing surplus funds, 
reserve funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. They 
look for: 1. security of principal—2. avail- 
ability—3. reasonable return. 


NINTH FEDERAL SAVINGS & LOAN ASS'N 


1457 BROADWAY e TIMES SQUARE—U.N. BRANCH e Ist AVE. at 45th SI 
WlIsconsin 7-9120 ° Open ;Monday-Thursday to 3; Friday to‘ 


YOU'LL FIND ALL 3 in a Corporat 
Fund Account at NINTH FEDERA 
Each Company is insured up 
$10,000 by Federal Savings Anj 

oan Insurance Corporation. Say. 
ings dividend rate has never beey 
less than 2% per year, credited 
semi-annually. To conserve say. 
ings dividends upon funds with 
drawn before end of dividend pe! 
riod, passbook loans are available 


FOR FURTHER INFORMATION 


ask for Folder CP-1. Phone or writ 
Edgar R. Tostevin, Treasurer. | 








7 Timely Use 


FOR 23c DOLLARS! 


e Companies subject to 77% excess profits tax are advised 
by tax experts to allocate cheap dollars to non-recurring 
projects such as surveys of important items of overhead. 


e We suggest as such a project the Survey and Audit of your 
clients’ Insurance Programs. This will assure them that 
adequate insurance is being carried and at proper cost. 


HERBERT L. JAMISON & CO. 


Insurance Survey, Audit and Advisory Service 
111 FULTON STREET, NEW YORK 38 
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lene Factors 1n Selecting LIFO 


3) ALFRED C. 


Bon! 


In this paper, a consulting economist attempts to weigh the advan- 
tages and disadvantages of LIFO for manufacturing enterprises 


having a fairly frequent inventory 


ratio of year-end stock to total investment. 


the relation of the firm’s use of the 
from the viewpoint of the distant 
term probabilities. 


turnover and an average normal 
He endeavors to assess 
LIFO method to its profitability 
prospects rather than the near- 


He concludes that weighing LIFO on the eco- 


nomic scales is a process that well repays the effort when applied 
to concrete business situations but leads to no generalized judgment 
on the merits of this method of inventorying. 





ALFRED C. Bont, President of 
Boni, Watkins, Mounteer & Co., 
Inc.. New York, has, since 1924, 
been engaged in financial and eco- 
nomic research. In 1933 he collabo- 
rated in the preparation of an eco- 
nomic study for the U. S. Supreme 
Court in connection with the “gold- 
clause” cases. In 1924, at the in- 
stance of the General Counsel of the 
War Shipping Administration and 
certain private transportation inter- 
ests, he appeared as an economist 
and valuation expert before the Pres- 
ident’s Advisory Board on Just 
Compensation composed of Circuit 
Court Judges Hand, Parker and 
Hutcheson. On other occasions he 
has testified on economic matters 
before various courts and adminis- 
trative bodies. 

This paper was presented by Mr. 
Boni at a technical session of the 
18th Annual Conference of the So- 
ciety, held at Saranac Inn, New 
York, on June 26, 1951. 














1951 


I. Introduction 


An economist contributing to a sym- 
posium on LIFO must first of all select 
his approach to the problem. Other- 
wise he runs the risk either of treading 
on the toes of someone else or, by at- 
tempting to cover too much ground, of 
accomplishing nothing. In selecting an 
approach, however, he has a wide range 
of choice. He might consider the impli- 
cations of LIFO from the standpoint 
of its bearing on how the national 
economy operates, and in particular on 
its stability. Or he may weigh the ad- 
vantages and disadvantages of LIFO 
for certain broad classes of industry, 
less concretely than, but in much the 
same way that, he does for specific 
clients in the ordinary course of pro- 
fessional practice. On this score, we 
shall here discuss the issues from the 
latter standpoint. 

Again, he may analyze LIFO’s 
debits and credits in the short run or 
in the long run, using, as it were, 
either his reading spectacles or his out- 
of-doors spectacles. In this respect, 
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we shall not confine ourselves exclu- 
sively to one choice or the other. But 
we shall focus primarily on the dis- 
tant prospect rather than on near-term 
probabilities. 

Finally, election of the LIFO method 
of inventorying has many aspects, af- 
fects a business in numerous ways— 
for example, its tax burden, its ad- 
ministrative overhead, its purchasing 
policies, its financial reporting proced- 
ures, etc. So an economist might at- 
tempt, on an occasion like this, to pre- 
sent an integrated digest of — in 
accordance with the foregoing limita- 
tions — primarily, LIFO’s long-term 
economic implications, from all angles, 
for certain types of business. Or he 
may deliberately restrict his approach 
to a single aspect, or a definite segment 
of the whole problem. In this respect 
our choice is, in effect, determined for 
us. Your program committee having 
assigned several specific aspects of the 
subject to other speakers, we shall try 
to avoid invading their provinces. Our 
concern will be to assess the relation of 
a firm’s use of the LIFO method to its 
profitability. And in the main we shall 
have in view, not a mercantile concern, 
but, a manufacturing enterprise and, 
moreover, one assembling and fabricat- 
ing semi-finished materials or parts, so 
that its inventory turnover is fairly 
frequent and the normal ratio of its 
year-end stocks to total investment is 
neither inordinately high nor excep- 
tionally low. 

So delimiting our remarks does not 
mean, of course, that we can now safely 
ignore such vital matters as the ac- 
counting aspects and the tax aspects 
of LIFO altogether. It would be quite 
misleading if we were to give the im- 
pression that one can weigh LIFO on 
the economic scales in a vacuum, so 
to speak. In practice, a decision as to 
whether it will be profitable to adopt 
the LIFO method often turns very 
largely on the question of the magni- 
tude of the tax savings it would realize 
or of the accounting difficulties and 
reporting complexities that might en- 
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sue. For present purposes, therefore, 
we simply take these “other factors” 
for granted, even though they are in 
no sense non-economic factors, and 
inquire how the impact of LIFO ona 
firm’s profitability may be affected by 
external economic conditions quite in- 
dependently of the particular frame- 
work of existing tax rules and patterns 
of accounting procedure. 

While changes in the economic en- 
vironment of a business may be of in- 
numerable varieties and affect it in 
countless ways, it will suffice here to 
concentrate attention on two types of 
change that radically affect the outcome 
of the use of the LIFO method. These 
are: Movements of the general price 
level and the advance of technology. 
Prices can move either up or down. 
Technology moves only forward. These 
types of change differ in other respects, 
too, but this difference alone would 
warrant their separate discussion. 


II. Role of Price Movements in a 
Decision For or Against LIFO 


The great virtue of the LIFO method 
of inventory valuation is that, as com- 
pared with alternative methods, it ef- 
fects a determination of the cost of goods 
sold more nearly corresponding with 
their actual current cost of replacement. 
Thus it ordinarily tends to stabilize 
cost-price relationships, to reduce fic- 
titious inventory “profits” and exag- 
gerated inventory “‘losses”’, and to even 
out fluctuations in reported earnings. 
Of course, no method of inventory val- 
uation, any more than any other ac- 
counting procedure, can by itself alter 
the actual profitability of a firm’s oper- 
ations. That is determined by the terms 
of purchase and sale transactions them- 
selves, and methods of recording and 
reporting them have no direct effect 
thereon. 

But as everyone knows they can have 
and usually do have a profound indirect 
effect on purchasing and selling policies 
and hence on a firm’s profitability. For 
the size and complexity of most modern 
business units make management ut- 
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Economic Factors 


terly dependent on record-keeping. So 
managerial decisions are bound to re- 
fect what the records show—or seem 

show! As accounting procedures 
and the form in which the books are 
kept largely determine what the records 
show, it is clearly imperative that they 
be designed to report, as nearly as pos- 
sible, existing conditions. For without 
realistic accounting records and finan- 
cial reports based thereon, managerial 
policies will be unrealistic. And to the 
extent that managerial policies are 
based on illusions rather than on the 
real facts of the situation, the firm’s 
transactions will fail to accomplish 
what we assume to be their objective: 
the maximization of the long-run profits 
of the business. 

LIFO contributes to the achievement 
of this goal. It starts from the premise 
that normal inventories are not “for 
sale”, that working capital in this form 
is part of the necessary investment of a 
going concern. Just as the maintenance 
of capital invested in fixed assets re- 
quires provision, out of current rev- 
enues, for the cost of replacement of 
specific items of plant and equipment as 
they wear out or become obsolete, so 
the maintenance of capital invested in 
stocks of materials, work-in-process, 
and finished goods requires a charge 
against current revenues for the cost 
of replacement of these semi-liquid as- 
sets. LIFO does this. It does it when 
prices are going up, and it does it when 
prices are going down. Any inventory 
accounting device that does not do this, 
that obscures or overstates or under- 
states the replacement cost of stocks 
used up or disposed of during the ac- 
counting period, inevitably tends to 
mislead management. In such circum- 
stances, if the profitability of the enter- 
prise does not suffer it can only be 
thanks to fortuitous good luck. 

Once these fundamental economic 
principles are firmly grasped the sig- 
nificance of price level changes as a 
factor bearing on the election of LIFO 
can be better appreciated. Much of the 
discussion of this subject has proceded 
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on the implicit assumption that the rise 
and fall of prices cancel out. Probably 
this is traceable to preoccupation with 
the business cycle, over the past quarter 
century, of both economists and busi- 
nessmen. The study of its mechanism 
and the attempt to forecast cyclical 
turning points have been for a genera- 
tion, one might almost say, the great 
American pastime. At any rate, the 
counterpart of concentration on the 
vicissitudes of cyclical fluctuations has 
heen a general neglect of the secular 
course of prices—which in our judg- 
ment is a far more significant phenom- 
enon in the present context. 

The fear lest adoption of LIFO co- 
incide with a price “peak”, thereby 
leading to an over-valuation of cur- 
rent assets in the balance sheet, and to 
higher earnings levels and larger taxes 
than would otherwise be indicated, has 
in our judgment obstructed the shift 
to LIFO more than the actual risks in- 
volved warrant. This judgment rests 
on three grounds. 


First, even though the balance sheet 
picture of a company’s financial posi- 
tion may, in such circumstances, be 
distorted, the income statement con- 
tinues to reflect accurately the concern’s 
actual operative efficiency. And as a 
basis for managerial decisions on cur- 
rent operating policies the income state- 
ment is far more important than the 
balance sheet. Moreover, in a period 
of declining prices the LIFO method 
leads to lower materials cost, in the 
computation of the “cost of goods sold”, 
than the conventional “lower-of-cost- 
or-market” method of inventorying. 
Hence use of LIFO in such a period 
gives the user a competitive advantage 
in respect to choice of selling policies in 
the current market. 

Secondly, while it is true that a com- 
pany which has adopted LIFO at a 
price-level “peak” cannot effect income 
tax savings in the ensuing period of 
declining prices by offsetting against 
current income “bookkeeping losses” 
on its normal stock carry-over, it should 
not be overlooked that this is not an un- 
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mitigated disadvantage. Thus, though 
its income subject to tax will be higher 
in the declining price period than it 
would otherwise be, the imcome-tax 
rate to which it will be subject is al- 
most certain to be lower than the rate 
applicable to its presumably higher 
taxable income in the year of the adop- 
tion of LIFO and in the prospective 
period of rising prices after the “reces- 
sion” is arrested. For the general ex- 
perience has been that corporation in- 
come tax rates move with commodity 
prices (Chart 1). And as a basic as- 
sumption behind the fear of electing 
LIFO at a price “peak” is that ups and 
downs of prices are compensatory it 
follows that, on this assumption, LIFO 
still offers a balance of advantage tax- 
wise. 

The third ground for discounting 
the risks of a tax handicap from elec- 
tion of LIFO at a time when the price 
cycle is turning downward goes to the 
roots of the economic environment of 
American capitalism. My thesis here 
has many facets, adequately to develop 
all of which would take us far beyond 
the compass of a symposium paper. |] 
shall attempt no more than to indicate 
briefly the elements of our present posi- 
tion which, in my view, point unmis- 
takably toward a persistent, long-run, 
upward trend of prices for as far ahead 
as it is worth any businessman’s time 
and trouble to plan for. 

1. The secular rise in prices which 
has characterized the past half-century 
shows no sign of abatement. Indeed 
the threefold rise over this period was 
comprised, roughly, of a 50 per cent 
advance in the first four decades of the 
century and a 100 per cent advance in 
the next decade. This rate of acceler- 
ation in the upward movement need 
not, probably will not, continue. But 
at least it suggests that a movement 
that has gained such headway is un- 
likely to be suddenly reversed, in so far 
as the long-run trend is concerned, 
though intermediate drops, even pre- 
cipitate ones of distressing magnitude, 
are by no means ruled out (Chart 2). 
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Moreover, the fact that gold is under- 


valued in the monetary system of 
practically every important trading 
country in the world, and in particular 
at the United States Treasury’s buying 
price of $35.00 an ounce, certainly lends 
no support for the view that prices have 
reached a twentieth-century “top”. 

2. The radical change that has taken 
place in the position of the United 
States as a world power has brought 
fiscal burdens commensurate with its 
increased international responsibilities 
——and perplexities. Current develop- 
ments, alike in respect to our own re- 
armament, to the strengthening of both 
the will and the military power of our 
allies, and to the economic up-building 
of under-developed regions, all point 
toward a long-continued heavy drain on 
American resources, with attendant 
difficulty of keeping public finances in 
balance. And with a federal debt al- 
ready raised to more than $250 billion, 
primarily by the exigencies of two 
world wars, not much leeway is left for 
non-inflationary expansion of the public 
revenues required by our existing com- 
mitments and plainly unavoidable in- 
ternational obligations. In these cir- 
cumstances, unbalanced budgeting and 
dilution of the currency through bor- 
rowing not matched by real savings is 
more than a speculative possibility. It 
is a realistic probability. 

3. Perhaps the most important 
factor of all bearing on the prospect of 
a continuing secular upward trend of 
prices is the change in the climate of 
opinion and in the balance of social and 
political forces in recent decades. This 
may or may not be “the century of the 
common man”, but it has certainly wit- 
nessed a social transformation and a 
political reorientation of which the 
nineteenth century, at least in America, 
provides no parallel. The remarkable 
growth in the power and influence of 
organized farmers and wage-earners 
and their insistent demands for eco- 
nomic safeguards and social security 
have made quite inconceivable any re- 
version to a pattern of monetary policy 
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which will ever again, in our day, per- 
mit prices “to seek their own level.” 
Furthermore, not only has this change 
in the temper of popular opinion been 
reflected in the whole gamut of New 
Deal legislation and postwar public 
policy, with its continuing emphasis on 
governmental planning, provisionment, 
and guarantees, but also it has coin- 
cided with a similar change in the cli- 
mate of opinion among professional 
economists. What has frequently been 
referred to as “the Keynesian revolu- 
tion” in economic thought obviously 
gives added weight to the demands of 
the lower and middle classes for a 
larger and better assured share in the 
distribution of income as well as for a 
more aggressive use of governmental 
powers to control prices. Uninhibited 
by traditional norms of sound finance, 
the Keynesians have been ready enough 
to lend their support to any program 
that seems, for the nonce, to promise 
uninterrupted “full employment” and 
“high level consumption”. The upshot 
is, aS We are seeing today, that effective 
anti-inflationary measures are outside 
the realm of practical politics. 


In view of all the foregoing consider- 
ations | submit that, by and large, the 
danger of adopting LIFO at a cyclical 
“peak” of the price level has been ap- 
preciably over-stressed. This conclu- 
sion does not mean, of course, that it 
would not be preferable to elect LIFO 
at the low point of an ebb tide of cycli- 
cal price fluctuations. Everyone recog- 
nizes, with the advantage of hindsight, 
that a 1940 or 1941 election would have 
been more advantageous than a 1950 
or 1951 election could be. But the con- 
clusion does mean that it is economic 
folly to be so intent on avoiding short- 
run disadvantages as to sacrifice long- 
run advantages that would more than 
offset them. It should hardly need 
emphasis here that I am not contending 
LIFO’s long-run advantages will, in all 
circumstances, for every firm, outweigh 
the risk of short-run disadvantages. 
What I have attempted to do is simply 
to present that risk in what seems to 
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me a just and realistic perspective. The 
next section will indicate that though 
the risk of long-run disadvantages can 
easily be—and often has been—exag- 
gerated, it is none the less real. 


III. Role of Technological Changes 
in a Decision For or Against LIFO 


If decisions regarding the election of 
LIFO have been, for the most part, 
unduly influenced by the risk of intro- 
ducing it at the crest of a cyclical price 
movement, they have been insufficiently 
influenced in many cases, we venture to 
suggest, by the risk of technological 
obsolescence forcing the liquidation of 
specific inventory components. Inven- 
tory liquidation on this account must 
almost invariably be effected at a sub- 
stantial sacrifice in terms of unit prices, 
of course, regardless of the current 
level of prices in general relative to that 
prevailing at the time of LIFO’s adop- 
tion. Moreover, the novel (and it may 
be assumed, for present purposes, su- 
perior) materials or products that an 
advancing technology makes available 
will ordinarily be taken into inventory 
at prices which, just because of the 
novelty and relative scarcity of these 
items, are substantially inflated. Hence, 
under the LIFO method of inventory- 
ing a firm’s stock is likely to be “loaded” 
indefinitely with components exception- 
ally high-priced relative to their normal 
price, or long-run cost of production. 

The peculiar vice of the LIFO 
method, from this standpoint, springs 
mainly from the technical, administra- 
tive requirement of substantial homo- 
geneity of inventory categories for 
manufacturers electing this method. 
This, as all of you know, is a vexing 
question with a long background, and 
I do not propose to go into it exten- 
sively here. Suffice it to say that though 
the dollar-value method of LIFO in- 
ventorying, with costs adjusted by a 
suitable price-index formula, has now 
at long last, by T. D. 5756, been author- 
ized for general use, in actual applica- 
tion it affords manufacturers no such 
safeguards against inventory losses 
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INDICES OF FINISHED GOODS AND RAW MATERIALS PRICES 
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from technological obsolescence as those 
T. D. 5605 affords department stores 
against inventory losses from, for ex- 
ample, style changes. If manufacturers 
were permitted to group, or “pool”, 
diverse inventory items of materials 
and parts related only by their common 
destination in a single broad product 
category, in much the same way that 
retail stores are permitted to maintain 
department-wide inventory categories, 
the contingency of their incurring 
heavy, lump-sum inventory losses due 
to technological obsolescence would be 
practically obviated. But despite the 
gradual relaxation of classificatory ri- 
gidity in administrative interpretations 
of T. D. 5407, and more recently of 
T. D. 5756, there appears to be no im- 
mediate likelihood of “the bars being let 
down” to a general extension, in a 
thoroughgoing way, of the principle of 
the Hutsler case, acquiesced in by T. D. 
5605. In these circumstances it would 
seem prudent to predicate any decision 
with regard to LIFO on the premise of 
continued administrative insistence on 
substantial homogeneity in respect to 
physical characteristics of the materials 
items includible in a single inventory 
category. 

Like the risk discussed in the pre- 
ceding section, the risk of disadvantage 
from enforced inventory liquidation due 
to technological obsolescence is associ- 
ated with a price decline to a level be- 
low that prevailing when LIFO was 
adopted. But there the similarity ends. 
Whereas a change in the general price 
level may be either up or down and, in 
whichever direction, affects every busi- 
ness, indeed every phase of a firm’s ac- 
tivities, technological obsolescence leads 
only to price declines and as a rule, 
nowadays, such declines affect no more 
than a small phase of a going concern’s 
entire range of operations. 

It is of the essence of the risk of a 
technologically induced inventory liq- 
uidation that such a contingency is 
sporadic and inherently specific. And 
because the LIFO method, under ex- 
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isting rules of application, necessarily 
entails a narrow classification of inven- 
tories, there is slight opportunity for 
following the insurance principle of 


spreading out the risk. Hence the 
only safe course is to assess carefully, 
in advance, the risk of each item in a 
firm’s stock of materials being super- 
seded by some new technical develop- 
ment. In our judgment, adopting LIFO 
without first making such a detailed 
survey is extremely hazardous—more 
hazardous than is generally appreciated. 

Of course, not every business, nor 
every department of any business, is 
subject to the same degree of risk in 
respect to technological obsolescence 
of its inventories. Broadly speaking, 
the industries most exposed to this 
contingency are the newer ones. Firms 
in two segments of the economy appear 
to be especially vulnerable on this score, 
those producing chemicals and _ those 
engaged in manufacturing electronic 
equipment, as well, of course, as the 
numerous companies directly or in- 
directly dependent upon or tributary to 
either of them. 

To illustrate the foregoing points, 
between 1939 and April 1951, the all- 
commodities wholesale price index rose 
approximately 138 per cent, while that 
of chemicals rose only 63 per cent.* 
Again, the price history of synthetic 
fibers as compared to that of natural 
fibers readily comes to mind in this con- 
nection. By reference to the chart which 
I have here (Chart 3) you will observe 
that between 1922 and 1951 rayon 
prices declined absolutely and relatively 
to those of both cotton and wool. How- 
ever, at the moment the prospects of 
comparative price movements in the 
textiles field again require revaluation. 
Techniques for the production of rayon 
are fully developed ; they have remained 
virtually unchanged in the past decade, 
with no sign of any radical improve- 
ment impending. Nor is there any 
prospect of raw material prices of cel- 
lulose-based synthetics declining dis- 
proportionately to the prices of raw 


* Based on Bureau of Labor Statistics indices. 
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materials in general. Indeed, the pros- 
pect is for an exactly opposite move- 
ment, with the depletion of readily ac- 
cessible timber sources already strik- 
ingly reflected in the wood-pulp market 
and all its tributary markets, most 
notably that of newsprint. 

On the other hand, interestingly 
enough, the present prospect is for : 
sustained downward trend in the prices 
of the newer synthetics such as Nylon, 
and even more of Orlon, Vinyon, and 
Dynal relative not only to the general 
price level but also to prices of rayon 
and other, older textiles. This is be- 
cause the known technical difficulties 
in compounding some of these newer 
synthetics will no doubt be surmounted 
and, secondly, because others, still in 
an experimental stage but almost cer- 
tain eventually to reach commercial 
production, will by their competition 
force producers to operate on narrower 
margins. 

In summary, any firm operating in 
new fields should “look twice” before 
it takes the irrevocable plunge of elect- 
ing LIFO. But this caveat should not 
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be misconstrued. For example, even in 
so volatile a field as plastics, we are not 
saying, nor would we agree, that LIFO 
offers no prospect of net advantage 
profit-wise for a manufacturer or a 
manufacturer-user of these chemical 
compounds. We say only that firms in 
such circumstances should scrutinize 
closely the technical position of each 
item of their inventories before electing 
LIFO, lest they forfeit thereby FIFO’s 
advantages in spreading out the risk 
of inventory losses on discontinued 
items without gaining an advantage 
that more than offsets it. 

In conclusion, it will be evident that 
we have reached no neat and definite 
verdict on the profitability, in general, 
of a firm’s election, now or hereafter, to 
use the LIFO method. I can sum up 
the gist of this paper in a sentence: 
Weighing LIFO on the economic scales 
is a process that well repays the effort 
when applied to concrete business situ- 
ations but leads to no generalized judg- 
ment on the merits of this method of 
inventorying. 
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AN ADIRONDACK VIEW 


Your Accounting Library. Is it complete? Is it arranged so you can find some- 
thing you want in less than an hour? How many volumes are missing because they have 
been borrowed and never returned? Does it line your office walls in order to give the proper 


intellectual atmosphere? 


And does it contain Preston’s TREATISE ON BOOKKEEPING? 


partial review of the book. 


Probably not, so here is a 


Single entry, in three different plans, is explained. Notes payable inciude those payable 
in property like sheep, swine, wheat, corn and rye. Are you up-to-date on these things? 
Many kinds of legal forms are given—bonds, leases, deeds, wills. 


Double entry gets covered with five sets of books. 


And the book closes with many 







































pages on the subject of Equation of Payments and mentions that tables of interest at 7, 8, 
10 and 12 per cent are available. Now your interest needs are well cared for—you simply 
use the 12% table and divide by 4, 6 or 12 to get interest at the current rates of 3, 2 or 1%! 

Ledger is spelled leger; that’s a help! It’s a 1624% reduction in work. 

To get a copy of this book, you need to get going at once. Our copy is the 41st edition, 
dated July 1, 1853. Copies are obtainable at Rummage Sales at 10¢ per copy and up. Perhaps 
you'd better just refer to it at the Institute’s Library—if they don’t have a copy, they can 
have ours—we don’t do much single entry work and we seldom equate payments, but of 
course it’s different in the big cities! 

LronarpD Houcuton, CPA 
Of the Adirondack “Chapter” 
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Techniques of LIFO Record-Keeping 


By JoserH A. DoWLING 


This paper presents the principles and methods for using LIFO 
in the inventory accounts, after pointing out the added comple.xities 
in the problem due to income tax considerations. The mechanics 
of the unit method of inventory control as well as those of the sub- 
divisions of the group method known as quantitative control, dollar 
control, and dollar value pool control are discussed. Finally, the 
effect of LIFO upon the cost accounting process 1s considered. 


‘i HIS discussion is devoted to an ex- 
amination of the principles and 
methods for using LIFO in the inven- 
tory accounts. Our objective is to deal 
with the “how to do it” aspects rather 
than the “should we do it” aspect. 


The Basic LIFO Concept 


At the outset, it is desirable, in the 
interests of clear presentation, to refer 
briefly to the fundamental idea of 
LIFO and to the terminology associ- 
ated with it, even though in doing so 
we take some risk of boring you with 
the elementary. The fundamental con- 
cept of LIFO is that a business im- 
mobilizes a part of its capital in keep- 
ing on hand the quantity of stock re- 
quired to operate the business, and that 
a realistic accounting records that 
necessary quantity of stock at the prices 
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first paid for the stock. It’s pretty 
much the same as investing a part of 
the company’s capital in a building— 
the original price paid for that build- 
ing remains unchanged in the accounts 
throughout the life of the building and 
that might well be the life of the busi- 
ness also. 


The quantity of stock on hand when 
LIFO is first adopted is the base quan- 
tity; the cost of that stock is the base 
cost. Increments are increases in the 
base quantity of stock, and the replace- 
ment reserve is a provision for paying 
more than the base cost when a tempo- 
rary depletion of inventory is replaced 
in some subsequent period; current 
prices are those paid in any given year 
and may be the first prices paid during 
that year, the last price of the year, or 
the average price of the year. 


When, at the end of the first year of 
operation under LIFO, the inventory 
quantity is the same as the base quan- 
tity, the value of the beginning inven- 
tory and the value of the ending inven- 
tory will be identical; if the quantity 
of inventory increased, the base quan- 
tity is valued at base prices and the in- 
crement is valued at current prices; if 
the quantity has decreased, a reserve 
for replacement is set up for the differ- 
ence between the base cost value and 
the current cost value of the quantity of 
decrease. In the succeeding years, es- 
sentially the same general procedure 
is employed but complexities will arise 
—when quantities increase in two suc- 
cessive years, there develops different 
layers of increments; when increase 
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follows decrease the reserve for re- 
placement is used to absorb differences 
between base cost and current cost to 
the extent of making up quantities 
previously depleted ; when decrease fol- 
lows increase the top layer of incre- 
ment of the preceding year is first re- 
moved, then the next underlying layer, 
down to the base cost of the base quan- 
tity. When in any year the prevailing 
market price is less than the costs used 
in valuation of the inventory, an ad- 
justment to the “lower of cost or mar- 
ket” becomes necessary. 


Complexities Caused by 
Tax Considerations 

LIFO can be and often is a very 
complex procedure to administer, par- 
ticularly by reason of the fact that its 
operation cannot usually be based pure- 
ly on accounting considerations. It 
would be academically ideal if account- 
ants in dealing with accounting prob- 
lems could devote themselves wholly 
to appraising and reporting economic 
phenomena according to appropriate 
accounting principle, without reference 
to the incidence of income tax regula- 
tions. However, in LIFO it is notably 
true that an accounting method which 
does not respect income tax regulations 
will not give the minimum income tax 
liability. No client, no employer would 
want the accountant or the accounting 
systems which failed to recognize and 
give precedence to income tax conse- 
quences, so it is that the accountant 
in working with LIFO must first find 
out “what the regulations permit” and 
then within the limits of that area de- 
vise the accounting procedure. LIFO 
is a tandem bicycle with the account- 
ant in the rear seat and the tax law 
writer in front doing the steering. Con- 
sider how this development can give 
bad accounting but presumably good 
tax planning : make a cursory review of 
recent annual reports, quickly it will be 
demonstrated that it is commonplace 
to have some inventories on LIFO and 
some on FIFO—surely within the 
same company, one or the other, not 
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both, gives the correct accounting re- 
sult. Furthermore, some companies will 
divide finished goods inventory into its 
components of raw materials, labor and 
overhead, then use LIFO for the raw 
material component and FIFO for the 
labor and overhead. Let me give an- 
other illustration or two of situations 
wherein the work of the accountant is 
made more complex by the influence 
of tax law: When the accountant comes 
to work out the group or pool arrange- 
ment of inventory under LIFO he must 
think not so much about what is logical 
and relevant to the business operations 
but rather what pooling or grouping 
will be acceptable to the revenue agent 
who examines the tax return based on 
such accounting. And, one other point 
about this aspect of the subject: gener- 
ally speaking an accountant is not re- 
sponsible for the level of inventory 
quantity, yet with LIFO and the tax 
consequences of “losing base” he would 
probably be considered derelict in his 
duty if he, the accountant, did not point 
out the benefits of buying more goods 
before year-end in a situation where 
inventory was declining in a period of 
rising prices. I have heard it said in 
one company that the purchasing de- 
partment makes no important  pur- 
chases toward year-end without con- 
sulting the company’s accountants 
about the current LIFO position and 
the effect on that position of buying, or 
not buying, at that particular time. It 
seems that LIFO has many facets: it 
exerts pressure not only to make an ac- 
countant a tax man but also a kind of 
novice economist. 

I should have preferred to discuss the 
operational part of LIFO without any 
reference to income tax, but have found 
it unavoidable to make this incidental 
commentary in order to show reasons 
for the added complexity of LIFO as 
an accounting procedure, and to give 
some background for talking about the 
different methods of LIFO application 
which follow. 
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Application of the LIFO Principle 
to Inventory Accounts 


In the application of LIFO principle 
to the inventory accounts, the choice 
lies initially between a unit method, that 
is, dealing with individual items of in- 
ventory separately, and a group method, 
which is combining items of inventory 
into groups. The group method can be 
subdivided into what I will call quanti- 
tative control and dollar control. Sub- 
dividing still further the dollar control 
can be achieved through the use of 
general indices as used by department 
stores under the retail method of ac- 
count, or by the use of what has come 
to be known as the dollar value pool. 


The Unit Method 


The unit method is that of applying 
the test of last-in-first-out to each in- 
dividual item of inventory. If there 
are a hundred items in stock, the 
quantity and price of each of the hun- 
dred items must be separately consid- 
ered in respect of the opening and the 
closing inventory. The clerical work 
attached to the individual unit method 
is very great when the number of 
items of inventory is large, so much so 
that when the business has many thou- 
sands of items, as in a department store 
or in any business having a great variety 
of products, the method is impractical 
to use. I know of one large company 
which uses it, but keeps it within practi- 
cal limits by using LIFO for only a 
limited part of its total inventory—the 
items which represent large amounts 
of money, and where it is possible to 
have a worth-while percentage of dol- 
lars covered by a relatively small per- 
centage of the number of items in in- 
ventory. The unit method is therefore 
an expensive one to use in respect of the 
clerical effort required to be expended. 
It has another serious disadvantage in 
any business where there is a changing 
and shifting of the products sold. If one 
product is discontinued and a new one 
substituted, the new product takes not 
the cost of a base period, but the cur- 
rent price of that product at the time 
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it is added to the line, and the base cost 
(presumed to be a lower cost item in 
times of inflationary spirals) is lost. 
It can be seen that in any business 
where there is an evolution of product 
change, the over-all effect over a period 
of years would be to drop most of the 
original base costs from inventory and 
substitute higher costs (again on the 
assumption that there is through the 
years a rising price level). This action 
is not only an income tax disadvantage 
but also a departure from the funda- 
mental concept of LIFO—the concept 
of immobilizing that part of the original 
capital of the business which is dedi- 
cated to investment in inventory. It is 
the narrowest kind of grouping, and 
therefore the least desirable for income 
tax use. The unit method then is ex- 
pensive to operate, departs from the 
basic idea of LIFO, and isn’t the best 
for income tax determination. 


The Group Method— 
Quantitive Control 


Under the group method, which we 
will now review, I have referred to one 
subdivision as the quantitative control 
—keeping LIFO control through quan- 
tity group of homogeneous materials. 
When the principal products of a busi- 
ness consist of a single or a few basic 
raw materials, such as lead in a lead 
company, or cotton in a textile com- 
pany, the quantitative group method 
is used. At one time it was thought 
that LIFO was suited only to com- 
panies of this kind. In the operation 
of this method the materials, being 
homogeneous, are easily converted to 
a common unit—tons of lead, pounds 
of cotton. Obviously the clerical prob- 
lem is not a burdensome one—so many 
tons of lead or pounds of cotton at an 
easily computed price. Where there 
are different grades of the same basic 
material, it is possible to find a weighted 
average price for application to the 
total quantity of the material. In point 
of income tax advantage it is a broad 
grouping, and as we have indicated pre- 
viously, the broad groupings are pre- 
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ferred over narrow groupings when the 
objective is the maximum income tax 
advantage. 


The Group Method—Dollar Control 


Still in the group methods, we now 
turn from quantitative control to dollar 
control. The underlying thought of the 
dollar control method adheres closely 
to the basic concept of LIFO—immo- 
bilizing a given volume of dollars in 
inventory. This idea of dollar calcula- 
tion first came into prominence when 
department stores used price level indi- 
ces to reduce the value of their inven- 
tories from current prices to base prices. 
It is probably the only practical method 
of using LIFO in department stores, 
variety chains and others having thou- 
sands of items, with a high percentage 
of items having small unit value. In- 
ventories are usually grouped by de- 
partments and indices applied to depart- 
mental totals. This index method 
(acceptable for income tax use since the 
Hutzler Bros. case) has the advantages 
of rather broad grouping, of meeting the 
essential objectives of LIFO, and of 
causing no considerable amount of cleri- 
cal detail. 


The Group Method — 

Dollar Value Pool Control 

The last method which we will dis- 
cuss in any detail is the dollar value pool 
control. It is very much like the index 
method of department stores in some re- 
spects—it can be used for businesses 
having a wide variety of items in inven- 
tory and, in part, depends upon an 
index. The mechanics of the dollar 
value pool control were well described 
in the February, 1951, issue of the 
Journal of Accountancy. To review it 
in outline form, its operation requires 
a list of quantities by items for the 
beginning of a year and a similar list 
of quantities on hand at the end of 
the year; also required is a list of 
base costs for these items, and a list of 
current costs for the same items (for 
our illustration we will regard the cur- 
rent costs as those prevailing at the 
end of the year). The beginning and 
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ending inventories are both valued at 
base costs; since the same costs are 
used for both inventories, the change or 
difference between the two dates must 
be the increase or decrease in quantity. 
So, step No. 1 finds quantity difference. 
Then, the ending inventory is valued 
twice—once at base cost and once at 
current cost; the difference between 
these two, expressed as a percentage, 
gives the index of price change. If 
the quantity test shows an increase in 
quantity, the amount of this increase is 
multiplied by the index of price change 
found in step No. 2, and that gives the 
value of the increment. The value of 
the beginning inventory plus the incre- 
ment computed as just described, gives 
the value of the ending inventory. It 
will be noted that this procedure is in 
its nature the same as that used in the 
individual or unit method with the 
important difference that a large group 
is valued at one time rather than a 
single item, and individual items of 
decrease tend to offset the individual 
items which have increased. If account- 
ing needs were the only ones to be cov- 
ered, it might be enough to deal with 
the entire inventory of a business as 
being just one group, and this would 
give the maximum possibility for 
matching decreases against increases. 
However, the influence of income tax 
regulations enters and it is required 
to divide the business into groups or 
pools of inventory. In one case passed 
on by the courts, the Basse case, the 
warehouse inventory of a wholesaler 
grocery company was classified into 27 
pools (groups). Groups are usually 
formed according to the similarity of 
product, or similarity of manufacturing 
process, or other basis of common re- 
lationship. They should be as broad 
as circumstances permit. 

Dollar pool is adaptable to any kind 
of business. Clerical details are not 
difficult to master nor perform, so the 
clerical cost is moderate. You will per- 
haps remember that it was stated pre- 
viously that each item in inventory 
must have a unit cost—a base cost and 
a current cost. When a new item is 
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added to a group, there will be the 
question of a base price—is it the price 
of the first purchase made of that new 
item, or is it the cost that would have 
been paid if the item had been bought 
in the base period. The principle of 
maintaining a given level of inventory 
dollars of freezing a certain dollar 
amount of inventory, dictates that the 
new items should come into the inven- 
tory at a base cost constructed to rep- 
resent the price which would have been 
paid if the item had been in stock at 
the base period. This idea may present 
some computation problems for the cost 
accountant—finding what the cost of 
a product made this year for the first 
time would have cost several years ago 
when the LIFO method was started, 
but unless it is done, the result would 
otherwise be a gradual upward revalua- 
tion of the inventory in any company 
where there is a history of new product 
development to supplant obsolescent 
products. 


Effect of Technological 
Improvement Upon LIFO 

An interesting question can arise in 
connection with the base cost of an 
item subject to technological improve- 
ment. Consider the radio industry. 25 
years ago an inexpensive radio cost 
about $200 ; today an inexpensive radio 
costs about $25. Suppose a radio com- 
pany were on LIFO 25 years ago— 
what is the base cost of an inexpensive 
radio in stock now. In the opinion of 
some students of the LIFO method the 
base cost of today’s set is not the $200 
of 25 years ago, but the quotient of $25 
divided by the index of 1926 price (25 
years ago) with 1951 prices. This 
would conform to the objective of keep- 
ing price level increases out of inven- 
tory values; to do otherwise would 
create the undesirable effect of finan- 
cially immobilizing the technologicai 
status of the time when LIFO is first 
adopted. 


Other LIFO Methods 
There are other methods closely re- 
lated to LIFO and conceived to achieve 
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the same objectives,—these are the nor- 
mal stock method which was really the 
forerunner of LIFO, and the inventory 
reserve method. However, we will not 
devote any time to them, because strict- 
ly speaking they are not LIFO methods 
and are not acceptable for income tax 
purposes, hence not likely to be adopted 
in the future. 


Effect of LIFO 
Upon Cost Accounting 

These, then, are the several methods 
by which a valuation of inventory is 
established. Let us now turn to the 
other side of the accounting equation— 
that equation which says that disburse- 
ments plus or minus inventory changes 
gives cost of goods sold. Let us ask 
ourselves what is the incidence of 
LIFO upon cost accounting. We will 
use the term cost accounting in its very 
broadest meaning: that of being any 
analysis of cost, whether by product, 
by department, by territory of other 
useful cross-section of cost. Should 
LIFO be integrated into cost account- 
ing, or should it be superimposed on 
the costs developed through cost ac- 
counting. From the inquiries which 
I have made in several companies 
which use LIFO and have cost sys- 
tems, I learn that the most common 
practice is to superimpose the LIFO 
adjustments: that is, do the cost ac- 
counting necessary to find the unit 
cost of goods manufactured or sold 
without reference to LIFO and then 
add to or subtract from the cost of sales 
the adjustment necessary to express 
inventory values on a LIFO basis. One 
large company did tell me that they 
tried integrating the LIFO method in- 
to their cost accounting but found the 
results so very unsatisfactory to the 
operating executives of their plants that 
it was abandoned in cost reports. An 
important complaint of the operating 
men was that the seasonal rise and fall 
of inventory caused depletion of base 
quantities in some months and build-up 
of inventory in other months; in 
months of depleting raw materials the 

(Continued on page 748) 
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By Grecory M. 


Has LIFO Raised or Solved Accounting 
Problems? 






Bont, C.P.A. 


The considerations which would enter into the long-time outlook 
of a professional accountant in gauging whether or not accounts 


maintained on a LIFO basis “ 
tion... and the results of . . 
this paper. 


. Operations...” 
Some very difficult questions of accounting theory 


present fairly the financial posi- 
are considered in 


inherent in the use of LIFO accounting are raised and 
neatly discussed by the author. 


HE arguments for and against 

LIFO accounting are probably as 
active as any which are being carried on 
today about accounting subjects. FIFO 
accounting has been opposed not only 
by LIFO but also by HIFO (highest- 
in, first-out ) and NIFO (next-in, first- 
out). Some of the participants in this 
discussion treat LIFO as a new school 
of accounting thought whereby many 
of the accounting problems inherent in 
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historical cost can be solved. Others 
merely speak (sometimes with con- 
tempt) of LIFO as a tax-saving device. 
These latter disputants do not credit 
LIFO with any legitimate place in dis- 
closing financial position or measuring 
income. 

The truth probably lies as a bridge 
across these opposing views: LIFO 
may be the prelude to a new concept 
of accounting which is being adopted 
by more and more large companies, but 
the reason for its adoption is largely 
because of its tax-saving possibilities 
rather than because of the accounting 
philosophy underlying its use. 

In the book “Inventory Accounting 
and Policies’ by J. K. Butters,! the 
following data are submitted con- 
cerning inventory bases used in 1947 
reports of manufacturing companies: 





Total Assets Using Non- % of LIFO 
(in millions) LIFO LIFO Total to total 
Se | te 28 161 189 14.8 

40-50: sccs a 78 168 246 Suz 
50-100... ......05 29 34 63 46.0 
100-500 ...... 37 29 66 56.1 
500 and over.. 11 4 15 73.3 

183 396 31.6 
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It is significant that the frequency of 
use of LIFO materially increases as 
the size of the company increases. 

It is interesting to peruse the articles 
on LIFO which have been written dur- 


of Business Administration, Division of 
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ing the last fifteen years. The early 
articles argued for the propriety of 
LIFO on the grounds that it repre- 
sented a logical flow of costs. In recent 
years this argument is seldom men- 
tioned, but the subject of LIFO has 
been brought together with the entire 
question of whether or not net income 
should be the excess of revenue over 
economic values parted with, or 
whether it should be excess of revenue 
over dollars parted with. Undoubtedly, 
the original proponents of LIFO did 
not contemplate that this method of 
accounting had such broad significance 
and would be part of the studies of a 
committee which is working on a defini- 
tion of business income, for which the 
American Institute of Accountants and 
the Carnegie Foundation have con- 


tributed $100,000. 


Even though LIFO probably is be- 
ing adopted because of tax reasons, it 
nevertheless has highly significant fi- 
nancial accounting effects. Because ot 
its increasing prevalence in financial 
statements, whether or not through the 
back door, it merits examination with- 
out regard to its tax benefits. Accord- 
ingly, | want to try to cover the consid- 
erations which would enter into the 
long-term outlook of a professional ac- 
countant in gauging whether or not 
accounts maintained on a LIFO basis 
“present fairly the financial position . oe 
and results of operations ....” The 
considerations involved are, of course, 
also applicable to a corporate officer 
endeavoring to consider whether he is 
fulfilling on a high plane his responsi- 
bility to account to stockholders. My 
remarks, therefore, relate to financial 
rather than managerial accounting. Be- 
cause | have encountered confusion in 
the past, I wish to point out that | 
define financial accounting as the ac- 
counting to those who have a present 
or prospective interest in a company, 
but who are neither inclined nor in a 
position to obtain an understanding of 
the accounts through intimate knowl- 
edge of the actual operations of the 
company. 


eS 7 


Has LIFO Raised or Solved Accounting Problems? 


Effect on the Balance Sheet 


The inventory balance on a LIFO 
basis, which appears in the balance 
sheet, cannot be classified as a very use- 
ful figure. It is true that many ac- 
countants now consider the entire bal- 
ance sheet a statement which is not 
very meaningful. However, at least 
one class of persons, that is, credit men, 
continue to consider the balance sheet 
an important document. The use of 
LIFO accounting has made the balance 
sheet less useful for this purpose. 
Things would be bad enough in this 
respect without the confusion generated 
by inventories being partially on a 
LIFO basis and partially on some other 
basis. Even when inventories are en- 
tirely on a LIFO basis, very different 
results may be attained if one method of 
applying LIFO is used as contrasted 
with another method. The dollar-value 
method, about which you have heard 
from the previous speaker, might re- 
sult in entirely different inventory 
amounts than would be the case if the 
specific quantity-matching method were 
used. Following this thought, in the 
dollar-value method depending upon 
the groupings of commodities, widely 
varying inventory amounts may be 
cbtained. Further differences among 
inventories may result from the fact 
that there are three methods by which 
increases over the beginning-of-the- 
year inventory may be valued. 

There is not much question but that 
LIFO accounting has further contribu- 
ted to the truth of the statement that 
a balance sheet consists of “non-homo- 
geneous residuals.”” While at one time 
we basically had two classes of residuals, 
that is, reasonably current dollars for 
current assets, and historical dollars for 
non-current assets, since LIFO we also 
have historical dollars for one of the 
important current assets. To add to 
the confusion, the historical dollars ap- 
plying to the latter item were incurred 
in connection with an asset which is 
not physically on hand, and the age of 
the dollars used will vary with the 
method used. Is it a paradox that in 
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endeavoring to charge current-value 
dollars against operations, accountants 
have moved one more item on the bal- 
ance sheet back to historical dollars? 

Admittedly, LIFO accounting is con- 
cerned with improving the reflection 
of operating results rather than in the 
effect which it has upon the balance 
sheet. In more than one respect this 
object is achieved. LIFO is an ad- 
mirable solution of an important prob- 
lem. However, in appraising the validi- 
ty of this contention, it must also be 
admitted that the introduction of LIFO 
has injected a factor which tends to 
place the statement of operations in a 
class with the balance sheet, that is, 
the statement of operations is no longer 
homogeneous. LIFO has introduced a 
factor into the statement of operations 
which tends to compensate for the 
change in the value of the dollar. This 
has not been done for other charges 
made to operations, notably, charges 
for depreciation. 


Effect on Short-term Operating 
Statements 


In passing, I wish also to recall that 
LIFO accounting is difficult to apply 
to short-term operating statements 
needed by management. Because of 
interim reductions of inventory below 
beginning inventory balances, various 
estimates must be made as to the 
status which will obtain at the end of 
the accounting period in order to be 
able properly to establish reserves for 
replacement. 

There is no dispute as to the fact 
that LIFO accounting may produce re- 
sults which are significantly different 
from other methods of accounting. 
This, aside from its accounting signifi- 
cance, may have serious practical im- 
plications. For example, how will par- 
ticipants in a profit-sharing plan react 
to the change from FIFO to LIFO? 
What would be the position of a com- 
pany which has a bond indenture re- 
quiring that a certain ratio be main- 
tained of current assets to current 
liabilities? It might be also pleasant 
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to think of the fact that carrying in- 
ventories on a LIFO basis often has 
the effect of reducing personal prop- 
erty taxes. 


Status of LIFO Today 


In the light of all of the foregoing 
effects of LIFO upon accounting, few 
of which can be claimed to be im- 
material, where do we stand today and 
what forces are in action which may 
change the present status? LIFO ac- 
counting is considered to be a choice of 
method which is available to manage- 
ment, and is recognized as an accepted 
basis of accounting under Bulletin 29 
of the American Institute of Account- 
ants. It is, nevertheless, considered 
essential that disclosure be made in the 
financial statements that the inventory 
is on the LIFO basis. With this dis- 
closure, no comment is required by the 
independent accountant in his report. 
Of course, the opinion must disclose 
the effect of the change in the year in 
which a change is made from FIO to 
LIFO. In the event of a published 
table of earnings covering some years 
which were ona FIFO basis and others 
on a LIFO basis, it is usually neces- 
sary to disclose information which 
would make the respective years com- 
parable. 


Forces of Change in Action 


At the present time there are those 
who are endeavoring to make slight 
changes in practice and there are others 
whose point of view, if adopted, would 
completely change the present practice. 
First, there are those who feel that the 
replacement values should be reflected 
parenthetically when inventories are 
ona LIFO basis. The adherents of this 
viewpoint to the lack of comparability 
between companies in the same indus- 
try whose statements are prepared un- 
der two different bases of inventory 
valuation. It is also pointed out that 
the reasonable assumption to make 
when inventories are on a LIFO basis 
is that a sizeable cushion exists. It 
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might be true, however, that only a 
small or no cushion exists and, with- 
out disclosure of replacement costs, the 
statements would thus be misleading. 

Opponents of disclosure of replace- 
ment costs argue that to do so invali- 
dates the method of accounting adopted 
by the management. They further ar- 
gue that, rather than contributing to 
increased significance of statements by 
such disclosure, the opposite is true. 
Inventories on a LIFO basis, they say, 
are similar to a fixed asset in that they 
are not to be disposed of, and any im- 
plication that a profit can be realized 
on the difference between the carrying 
value and the replacement value is 
erroneous. The other complication in 
this respect is that, even if profit were 
to be realized, let us say on ultimate 
liquidation of the company, the amount 
available to stockholders would be only 
net of taxes. Opponents of disclosure 
also argue that there is no reason to 
single out inventories for disclosure of 
replacement values. If, in general, re- 
placement values are significant, such 
amounts should be required for other 
assets as well. 

One school of thought very strongly 
and logically argues that financial state- 
ments of all companies should be on 
a LIFO basis. Unless the entire funda- 
mental question of the nature of busi- 
ness income is resolved in this direction, 
I de not believe that all companies will 
adopt LIFO. 

Carrying the disclosure of replace- 
ment costs one step further, it has been 
suggested that inventories be carried 
at replacement costs, and the difference 
between replacement costs and the 
LIFO amount be reflected in the stock- 
holders’ investment section of the bal- 
ance sheet. Presumably, the caption of 
such an item would be something like 
“additional stockholders’ capital in- 
vested in inventory.” This suggestion 
is interesting and has much merit. 
However, it would first be necessary 
to determine the very practical ques- 
tion of whether this method of pre- 
sentation would meet the requirements 
with respect to LIFO of the tax law 
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as to maintaining one’s reports on the 
basis used for filing tax returns. Aside 
from this question, however, there is, 
once again, the old bogy that giving 
one-half a loaf may be misleading in 
that the reader could be led to believe 
that he had the entire loaf. This sug- 
gested method of disclosure implies that 
the stockholders’ investment section 
has been adjusted to reflect increased 
requirements for permanent capital. 
In view of the fact that for most com- 
panies a large portion of the surplus has 
been reinvested as permanent capital 
and is not available for dividends, it 
would appear that that problem would 
also need to be coped with before it 
would be advisable to adopt the sug- 
gested method of handling LIFO in 
the balance sheet. 

Moving along to the more-thorough- 
going suggestions, it has been recom- 
mended that all the elements of the 
operating statement, which adjust for 
changes in the value of the dollar, be 
removed, and that the operating state- 
ment be presented entirely on the basis 
of historical costs. Then, in an adjoin- 
ing column the operating statement 
could be presented entirely on the basis 
of the economic value of the considera- 
tion which has been given up in order 
to earn the revenue for the period. This 
presentation has the decided advantage 
of giving information from which the 
reader may make his own adjustments, 
and also gives, without distortion, one 
kind of adjustment which may be made 
to the results for the period. While 
this may be a solution which will come 
about, one hesitates to adopt it because 
it seems to be an acknowledgment that 
we cannot cope with the problem of de- 
ciding upon a single significant figure 
to be called net income which would be 
most useful for all purposes. Psycho- 
logically, we always strive for a neat 
solution, even if it is not possible. 

Strong forces are in operation to 
move in exactly the opposite direction 
of this last proposal. Many account- 
ants, economists, and others advocate 
that the entire operating statement 
should be based on matching of costs 
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expressed in current dollars with reve- 
nues which, by their nature, are also in 
current dollars. This would, of course, 
mean primarily that charges for depre- 
ciation would be adjusted to reflect a 
consumption of assets valued on a cur- 
rent-dollar basis. This would thus 
eliminate questions about the operat- 
ing statement being non-homogeneous. 
The arguments for determining net in- 
come in this manner have in the view 
of many almost incontrovertible theo- 
retical merit. It is only in the practicai 
applications of this procedure that one 
runs into the as-yet-undecided question 
of whether in the long run statements 
prepared on this basis would be more 
useful and meaningful than those pre- 
pared on some other basis. It is ques- 
tionable, for example, whether in the 
long run statements prepared on this 
basis would come closer to reflecting the 
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year-by-year progress of the company 
than is the case when historical costs 
are used. 


Conclusion 

After considering the difficulties in- 
herent in the use of LIFO and the 
forces in operation which are attempt- 
ing either to amplify, change, or extend 
LIFO, it is inevitable that the conclu- 
sion must be reached that LIFO is a 
step in the ever-evolving pattern of 
accounting methods. It is highly useful 
in pointing up the questions involved 
in arriving at net income. As a result 
of its use, we have been made conscious 
of problems which need to be solved 
and possibly have gained a clue as to 
how they may be solved. It is extreme- 
ly doubtful that LIFO could withstand, 
without change, the forces which are 
endeavoring to move it. 


G™eRa"'o 
Techniques of LIFO Record-Keeping 


(Continued from page 743) 


manufacturing costs were unnaturally 
low and the converse became true in 
the months when depleted inventories 
were replenished. This same company 
told me that it took three years to un- 
tangle the cost accounting details after 
they decided to give up the integration 
of LIFO with cost accounting. Now, 
there is something like a middle course 
between integrating LIFO and super- 
imposing it, and that is detaching cost 
accounting from the general account- 
ing. I have observed this in practice 
and so far as can now be known it is 
working out satisfactorily. Under this 
so-called middle course, the cost of 
manufacturing a product is computed 
from the latest raw material prices, 
without reference to the fact that a 
different cost might be obtained from 
the inventory of raw materials on hand. 
Likewise, as goods are shipped out to 
the customers, the individual sale is 
costed with the latest manufacturing 
cost for the purpose of finding gross 
profit by products, without reference to 
the fact that the average unit cost of 
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the finished goods on hand may be 
different by a wide margin. The result 
is to have in the cost of sales details 
always the latest costs. Obviously the 
equation is thrown out of balance by 
such method because the charge to cost 
of sales will not be the same as the 
amount required to be credited to in- 
ventory to maintain it on a LIFO basis. 
The correcting factor is an over-all ad- 
justment to the total cost of sales. 


Conclusion 


In the early part of this paper I 
mentioned that LIFO is a complex 
procedure to adminster, and now as we 
reach conclusion of the topic I think 
I can safely repeat that thought— 
LIFO is complex, particularly in its 
incidence on the myriad of details found 
in any large company. Hope for sim- 
plification of it in the future lies in the 
possibilities of greater use of LIFO by 
more companies, which will bring more 
accounting minds to concentrated study 
of it. 
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Technical Tax Aspects of LIFO 


By F. M. Buptk, C.P.A. 


Certain technical income tax aspects of LIFO accounting are dis- 
cussed herein: the election to use the LIFO method ; various accept- 
able methods of LIFO accounting ; changing to the LIFO method; 
involuntary liquidations and subsequent replacements; claims for 
refund ; and deficiencies resulting in additional assessments. 


Election to Use LIFO Method 

Any taxpayer using inventories in 
the determination of taxable income 
may elect to use the LIFO method. It 
may be applied in inventorying any of 
the raw materials, work in process, and 
finished goods. As in the case of other 
inventory methods, such as the lower 
of cost or market, LIFO may not be 
applied to such items as supplies, used 
in the process of manufacture or for 
repairs or maintenance, which do not 
physically enter into the product to be 
sold. In lieu of electing to price raw 
materials, work in process, and_ fin- 
ished goods on the LIFO method as 
separate classes, the taxpayer may 
elect to apply LIFO to the aggregate 
of the raw material and the raw ma- 
terial content of the work in process 
and finished goods. This alternative is 
available to taxpayers making the elec- 
tion for the first time, as well as to 
those who previously elected LIFO 
separately for one or all of the three 
classes. In the latter case, a change to 
LIFO for raw materials and raw mate- 








Frank M. Bupik, C.P.A., with 
Price Waterhouse & Co., is a mem- 
ber of our, Society. He is also a 
member of the American Institute 
of Accountants, the American Ac- 
counting Association, and the Na- 
tional Association of Cost Account- 
ants. 

This paper was presented by Mr. 
Budik at a technical session of the 
18th Annual Conference of the So- 
ciety, held at Saranac Inn, New 
York, on June 26, 1951. 











1951 





rial content basis may be made by in- 
forming the Commissioner of such 
change, which will be effective for all 
open years to which the original LIFO 
election applies and for all subsequent 
years, unless permission to change is 
granted by the Commissioner. The 
Regulations specify that under this 
alternative the election is limited to raw 
materials and raw material content. 
The Commissioner contends that this 
election precludes the application of 
LIFO to labor and overhead as a sepa- 
rate class of inventory. In cases where 
a taxpayer elects LIFO with respect 
to one or several, but not all classes of 
inventory, the Commissioner may re- 
quire the application of LIFO to goods 
with respect to which the taxpayer 
made no election, if in the opinion of 
the Commissioner such application is 
necessary to reflect income clearly. 


LIFO Tax Accounting 


LIFO may be computed by use of 
(a) the quantity method, (b) price 
indices, (c) dollar value method, and 
(d) any other method adaptable for 
the purpose and intent of LIFO. 
Whatever method is used, the result 
should be the elimination of the price 
changes that occur during the year and 
would be reflected in the closing inven- 
tory if a method other than LIFO were 
used in pricing the inventory. Increases 
in inventory not attributable to price 
changes must be added.at current cost. 
For this purpose the taxpayer must use 
costs for the year of increase, deter- 
mined by reference to the earliest, lat- 
est, or average costs, either for the full 
year or a shorter period. The method 
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of pricing increases must be set forth 
in the application referred to below, 
and must be followed consistently. The 
periodic annual additions are accounted 
for separately and are not merged or 
averaged with the preceding additions 
or with the inventory on hand at the 
time LIFO is first adopted. This pro- 
cedure is necessary because liquida- 
tions that may occur during a year are 
deemed to be those goods most recent- 
ly acquired, thus leaving in the closing 
inventory for the year of liquidation 
goods valued at the price level prevail- 
ing at the time LIFO was adopted, to 
the extent that such goods were not 
subsequently liquidated; and periodic 
annual additions are valued at price 
levels prevailing at the time the addi- 
tions were made (in accordance with 
the method adopted for pricing addi- 
tions ), likewise to the extent that such 
additions were not previously liqui- 
dated. 


Change to LIFO Method 

The change to LIFO is made by fil- 
ing an application on a form provided 
for that purpose. The application is 
filed with the tax return for the year in 
which LIFO is adopted, and must 
specify the goods as to which LIFO is 
to be applied. By signing the form the 
taxpayer agrees to permit the adjust- 
ment of prior years’ taxes resulting 
from the statement of the opening in- 
ventory at market rather than cost. 
The opening inventory for LIFO pur- 
poses must be at cost, and any write- 
down to market at the close of previous 
year may result in a deficiency in the 
tax liability for prior years. As a con- 
dition to the use of LIFO for tax pur- 
poses, the company must also use 
LIFO in ascertaining income for credit 
purposes and for reports to sharehold- 
ers, etc., for the year in which LIFO is 
adopted and for subsequent taxable 
years, except that market value in lieu 
of cost may be used for book and report 
purposes, when market is below cost. 
No write-down to market is permitted 
for tax purposes. 


Once LIFO is adopted, it must be 
adhered to unless permission to change 
to another method is previously granted 
by the Commissioner. 


Involuntary Liquidations and 
Subsequent Replacements 


In cases where there are involuntary 
liquidations of inventory during the 
years ending after June 30, 1950, and 
before January 1, 1954, taxpayers may 
elect for any year to have the income 
and tax for the year of liquidation ad- 
justed by the difference in cost of re- 
placement and liquidation. Similar pro- 
visions were in effect for taxable years 
beginning after December 31, 1940, 
and prior to January 1, 1948. The 
election, which is irrevocable, must be 
made within six months after the re- 
turn for the year of liquidation is filed, 
unless an extension of time is obtained 
in which to make the election. The tax- 
payer may have the burden of satisfy- 
ing the Commissioner that the liquida- 
tion was involuntary as defined in the 
Code and the Regulations. 

The earliest increase in inventories 
after a year of involuntary liquidation 
shall be deemed to be a replacement of 
the most recent liquidation, not previ- 
ously replaced, whether or not such 
liquidation was involuntary. To the 
extent that the increase is identified 
with voluntary liquidations, no adjust- 
ment is made; but to the extent that 
the increase is identified with involun- 
tary liquidations, such increase is in- 
cluded in purchase and inventory at the 
cost of the goods replaced, and the dif- 
ference between such cost and cost of 
acquisition is applied as an adjustment 
to the year of liquidation. Under pres- 
ent provisions of the Code, replace- 
ments must be made for the purpose of 
the adjustment during years ending 
prior to January 1, 1956, with respect 
to liquidations in years ending after 
June 30, 1950, and before January 1, 
1954. Replacements of liquidations in 
years beginning after December 31, 
1940, and prior to January 1, 1948, 


(Continued on page 782) 
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Accounting for Theatrical Productions 


By Witi1AM BARNETT 


The ‘‘angels” of a theetrical production are the investors therein 

whose money often has wings. This paper presents a system of good 

financial housekeeping in show business. Basic accounting and 
auditing procedures are discussed. 


“There’s no business like show busi- 
ness” and that applies to the financial 
affairs of a show as well as to the more 
glamorous aspects of an actor’s life 
which are pointed out musically by 
Irving Berlin. The only difference is 
that the accountant can not emote, but 
must try to keep system in a field where 
good financial housekeeping is not re- 
garded as a very serious subject. 

To understand accounting for a the- 
atrical production, it is best to start at 
the beginning after a producer has 
bought the rights to a play or musical 
and has aroused enthusiasm among in- 
dividuals with money and the gambling 
fever, so that they are willing to invest 
in the production of the show. These 
individuals are sometimes called 


“angels” because their money has 
wings. 


Limited Partnership Usual 

The producer and the backers gen- 
erally form a limited partnership for 
the production of the show. This means 
that the liability of the backers is limit- 
ed to their investment in the partner- 
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ship or to a certain percentage above 
such investment (termed a “call” ) and 
the producer (who is the general part- 
ner) is responsible for all liabilties and 
obligations in excess of the amount of 
the limited partners’ liability. The 
backers receive 50% of the net profits 
of the show, divided in the proportion 
of each backer’s contribution to the 
total limited capital of the partnership ; 
the other 50% goes to the producer. 
Net profits in a theatrical production 
represent the amount of income re- 
maining after all costs of putting on the 
show have been recovered. In account- 
ing parlance, this means that all pre- 
production costs and expenses, and 
expenditures for scenery, costumes, 
equipment, and other production costs 
incurred before the show has its formal 
opening, are amortized against the first 
income received. This principle of 
rapid amortization is well established 
in the theatrical field and is based on 
the fact that the life of a show is un- 
certain. Losses suffered up to the ag- 
gregate contributions from limited 
partners are borne entirely by the lim- 
ited partners in proportion to their re- 
spective contributions. 


Basic Accounting Procedures 


Moneys received from backers are 
credited to a capital account called 
Investment of Backers. When the total 
capital of the partnership has been 
raised, the scenery, costumes, equip- 
ment and all the other items necessary 
to the production of the show are pur- 
chased, bonds are deposited with the 
various theatrical associations and 
unions, guarantying fulfillment by the 
partnership of its contracts with the 
cast and crew, and rehearsals are com- 
menced. All of these costs and ex- 
penses (except the bond deposits) are 
charged to an account called Produc- 
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tion Costs and are classified by the type 
of expense or cost incurred. After a 
preliminary period of rehearsals (usu- 
ally about five weeks), most well-fi- 
nanced shows “try-out” in cities rea- 
sonably adjacent to New York. The 
results of this try-out period are re- 
flected in two separate accounts on the 
books: Box-Office Receipts—Try-Out, 
to which the company’s share of the 
box office receipts is credited, and 
Running Costs—Try-Out to which the 
various expenses incurred; classified 
according to the type of expense in- 
volved, are charged. During this try- 
out period changes may be made in the 
show necessitating new scenery, cos- 
tumes, music, etc., which are charged 
to the Production Costs account. 

The total production costs and try- 
out losses represent the amount invest- 
ed in the production which must be 
recovered from subsequent income be- 
fore any net profit can be realized. It 
should be noted here that although 
bonds deposited by the partnership 
with the theatrical associations and 
unions are considered part of produc- 
tion costs in the limited partnership 
agreements and for budgetary pur- 
poses, such deposits are segregated 
from production costs by the account- 
ant, as the amount is recoverable upon 
the closing of the show if the partner- 
ship has fulfilled its contractual require- 
ments with the cast, crew and other 
employees. 

The show is now ready to open on 
Broadway. All expenses starting with 
the date of the formal opening are car- 
ried in an account called New York 
Running Costs and box office income* is 
credited to an account entitled Box Of- 
fice Receipts-New York Run. The New 
York Running Costs account is col- 
umnarized for the different items of ex- 
pense incurred to keep the show oper- 
ating such as salaries, departmental 
expenses (wardrobe, props, electrical 
and carpentry and rentals), advertis- 
ing, transportation, auditing, etc. 
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Weekly Settlement Procedure 


Settlements are made weekly (usu- 
ally Saturday night) with the theatre 
(“house”) in which the show (‘‘com- 
pany’) is playing. The usual arrange- 
ment is for the theatre operator to have 
his own box office personnel collect the 
admission price and pay the excise tax 
directly to the government, even though 
the theatre gets the smaller portion 
of the admission price. After every 
performance the company manager and 
the box office treasurer tally the unsold 
tickets and agree upon the box office 
receipts, each signing the box office 
statement. The net amount due the 
company each week is arrived at by 
deducting from the company’s share of 
the gross box office receipts all dis- 
bursements paid out by the house 
which are chargeable to the company. 


One of the primary duties of the 
auditor is to see that the settlement was 
carried out in accordance with the pro- 
visions contained in the contract be- 
tween the production and the theatre. 
Some of the provisions of the contract 
to which the auditor must pay particu- 
lar attention are as follows: 


(a) Division of gross box office receipts— 
usually 70% or 75% to company and 
30% or 25% to house. 

(b) Stagehands necessary to move show 
into and out of theatre (“taking-in” 
and “taking-out”). House usually 
furnishes a stated number of stage- 
hands and shares with the company 
the cost of all additional help on the 
basis set forth in (a) above. 

Electrical operators “to work show”— 

usually paid for by company. 

(d) Musicians (if a musical)—house usu- 

ally pays for the first eight or ten and 

shares with the company the cost ot 
the next ten, if used, on the basis set 
forth above. 

Advertising—all advertising (or the 

first $1,000) mutually agreed upon 1s 

usually shared between the parties on 
the basis set forth above. 


(c 


~— 


(e 


~ 


Most contracts between company and 
theatre differ in some respects, but the 
foregoing provisions represent the cus- 


* Represents the company’s share of the box office receipts from the sale of tickets tor 
performances in that particular week, regardless of when the tickets were sold. 
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tomary sharing arrangement. The au- 
ditor should also check the daily box 
office statements and, where possible, 
a reconciliation should be made _ be- 
tween the sold seats, unsold seats, and 
total theatre capacity. 


Other Income 

Although the box office income is 
the major source of the partnership's 
income, if the show is a hit or if it runs 
for a reasonable length of time, other 
income will be received from souvenir 
programs, recording and sheet music 
royalties, sale of commercial rights, 
sale of rights to produce the show in 
foreign countries, sale of television and 
summer stock rights, etc. These re- 
ceipts are posted to an account called 
Miscellaneous Inzome with columns 
provided for the \arious sources there- 
of. Certain other expenses which can 
be applied against this miscellaneous 
income are posted either as a debit to 
the Miscellaneous Income account or to 
another columnarized account called 
Expenses Chargeable to Miscellaneous 
Income (or some other similarly named 
account). The latter treatment is pre- 
ferable in order to facilitate determina- 
tion of the gross other income for gross 
receipts tax and report purposes. 

The weekly net operating income is 
computed by deducting the weekly run- 
ning costs from the company share of 
the box office receipts. To this amount 
is added the net miscellaneous income 
received during the week, and the re- 
sulting figure represents the net profit 
for the week. The net profit on the 
whole production is the excess of the 
sum of the net operating income and 
net miscellaneous income over the pro- 
duction costs and try-out losses. 


Weekly Accounting Basis 

_ Since the settlement with the theatre 
is made weekly, the books of account 
are also kept on a weekly basis. The 
cash books are closed each week and 
postings to the general ledger are also 
made weekly, to facilitate compilation 
of data for financial reports. Bank ac- 
counts are reconciled as of the last 
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Saturday of each month. Generally, 
theatre accounts are kept on a cash 
basis. However, the weekly reports 
would be distorted unless items such 
as insurance and transportation charges 
(where show is on the road) are pro- 
rated with the applicable portion 
charged to the appropriate week. Also, 
some bills are paid monthly and the 
accountant must use his judgment in 
pro-rating these expenditures over the 
weekly periods covered by the monthly 
bills. 


Auditing Pointers 
From an auditing standpoint, there 
are several contracts that need review 
and follow-through. The contract be- 
tween the producer (general partner ) 
and the backers (limited partners) is 
called the limited partnership agree- 
ment and it is the auditor’s duty to see 
that the provisions of this agreement 
are being carried out. The usual lim- 
ited partnership agreement specifically 
provides that the net operating income 
is to be applied first, to the payment of 
any obligations of the company and, 
next, to the return to the limited part- 
ners of their investment in the produc- 
tion. After the investors have had re- 
turned to them all of the capital which 
they invested, the remaining and future 
profits earned by the production are 
divided 50% to the investors, in pro- 
portion to their respective individual 
investments, and 50% to the producer. 
It is the auditor’s duty to sce that the 
profits are distributed in exactly this 
manner. Some of the other items which 
the auditor must check are as follows: 
(a) See that the iota! production costs, 
including out-of-town try-out losses 
and security bonds do not exceed the 
estimated production costs as set forth 
in the limited partnership agreement. 
(b) See that the weekly office charge 
(usually $250) paid to the producer is 
correct and that the payments com- 
mence and terminate at the proper 
dates. 
See that the proper sinking fund is 
being maintained before distributions 
are made to backers. 
(d) See that any special arrangements 
made with authors, directors, chore- 
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ographers, etc., for payment of com- 
pensation, royalties, or out-of-town 
living expenses, agree with the 
amounts actually paid to them. 

Another contract with which the 
auditor must concern himself is the 
Dramatic-Production contract (for a 
straight play ) or the Dramatico- Musical 
Production contract (for a musical). 
This is the contract made between the 
author (or authors) and the producer 
wherein the following information can 
be obtained: 

(a) Initial payments and advances to au- 

thors. 

(b) Royalties payable to authors (on box 

office receipts, from sale of phono- 
graph records, from sale of motion 
picture, television and foreign produc- 
tion rights, etc.) 
Other compensation—for preparing 
musical arrangements and orchestra- 
tions, travel expenses while on the road 
with the show, etc. 


~ 


It is the auditor’s duty to see that any 
disbursements made to the authors or 
their agents are in accordance with the 
provisions of this contract. 

Other contracts to which the auditor 
must refer for authorization of dis- 
bursements or for verification of the 
correctness of income received are: 

(a) Contracts with scenic designer, cos- 

tume designer, choreographer, and di- 
rector. 

(b) Contracts for rental of props, elec- 

trical and sound equipment. 

(c) Employment contracts with members 

of cast, stage manager, and stage crew. 

(d) Contracts with music publishers and 

recording companies. 


Financial Statements 


The general partner (or partners) is 
required to deliver to the limited part- 
ners a monthly statement of operations, 
duly audited. Of course, this duty is 
delegated to the independent auditors. 
In this statement the results of the 
operations for the period are shown and, 
in addition, a financial summary for the 
complete run of the show to date is 
given, showing all profits (according 
to source), distributions made to part- 
ners, remaining assets and liabilities. 
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Other reports for which the auditor 

is usually responsible are: 

(a) Not later than thirty days after the 
play opens in New York City—a com- 
plete statement of production expenses, 

(b) In the event of the show closing and 

within thirty days thereafter—a de- 
tailed statement of the operation of the 
partnership and also a final liquidating 
statement. 

Federal and state income tax returns 
showing the income of the partnership 
and each partner’s share thereof. 


(c 


~ 


As is generally the case in a creative 
enterprise surcharged with emotion, 
record-keeping and internal control are 
likely to be relegated to a subordinate 
position. The auditor must insist upon 
the maintenance of adequate vouchers 
properly authorized. There is a ten- 
dency in the theatre, as in other such 
enterprises where a few managers are 
responsible for the interests of a large 
group of investors, to be somewhat 
free-spending. They feel that the net 
effect to each investor is insignificant. 
The backers have the right to expect 
that everyone acting in behalf of the 
production will exercise the same pru- 
dence as if each was handling his own 
money. The independent auditor must 
justify the faith placed in him by dis- 
closing to the backers everything of 
financial significance and constantly 
encouraging the economical operation 
of the enterprise, although in many 
situations, the auditor will not be ina 
position to judge which expenditures 
are reasonable and necessary. 

Financial stability and confidence 
could be enhanced in the industry if in- 
creased consciousness were given to 
adequate accounting. The Committee 
of Theatrical Producers is to be com- 
mended for having this on its agenda. 
In its effort to spread confidence among 
backers it has met with leading ac- 
countants in the theatrical field to dis- 
cuss the possibility of formulating a 
uniform accounting procedure applica- 
ble to costs, operating expenses, and 
preparation of financial statements. In 
effect it is somewhat similar to Wall 
Street’s SEC. 
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The ‘‘Funds’’ Statement Re-examined 


By Ropert H. Grecory, C.P.A. 


This article contains a critical analysis of the views expressed in 
a previously published paper by another author. We hope that tt 
will rekindle our readers’ interest in this important subject. 


r. Myer’s article entitled “The 
M ‘Funds’ Statement” in the May, 
1951, issue of The New York Certified 
Public Accountant is extremely inter- 
esting. According to Mr. Myer, it 
seems that a whole array of “funds” 
statements can be prepared. Certainly 
the funds statement now converted to 
“funds” statement by Mr. Myer has be- 
come more valuable than the alchemist 
dared dream. 

I would like to make several observa- 
tions about points in Mr. Myer’s article. 
First, he says (on page 353) that 
Calling the statement a ‘funds’ 
statement has focused attention on the 
means rather than the end with the re- 
sult that the statement is commonly 
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regarded as a sort of reconciliation of 
the capital, working capital, or cash, as 
the case may be, at the end of a period 
with that at the beginning.” It is diffi- 
cult to see how the name “statement of 
funds” has focused attention on the 
means instead of the end any more than 
will the suggested title “funds” state- 
ment. 


Second, any statement that attempts 
to explain the changes that occur over 
a period of time must, by its nature, 
reconcile certain amounts. Otherwise 
it is an unsatisfactory explanation of 
the changes that occur. Each of Mr. 
Myer’s “fund” statements (Exhibits 
II, II] and IV) starts with the begin- 
ning balance and arrives at the ending 
balance so that each one completely 
reconciles the two balances. Some 
other writers used the same type of 
fund statement.! Generally, however, 
the suggested form of funds statement 
shows that the total amount of funds 
provided is equal to the total amount 
of funds applied. Mr. Myer’s suggested 
form that shows both the beginning and 
ending balances is more clearly a recon- 
ciliation (although all forms explain all 
the changes that occur) but is, I think 
superior to the widely-used form that 
shows that the amount of funds pro- 
vided is equal to the amount of funds 
applied.? 


1 For example, William J. Vatter in “A Direct Method for the Preparation of Fund 
Statements” Journal of Accountancy, 81:479-89 (June, 1946), shows a fund statement on 
pages 484-5 that traces the change in current residual equity (working capital) from the 
beginning to the ending balance. However, on page 489 Vatter shows a seldom used fund 
statement that has as a final amcunt the net increase in current residual equity. Myer used the 
same form in “Statement Accounting for the Balance Sheet Changes”, Accounting Review, 


19:31-8,3 (Jan., 1944). 


2 The forms of fund statement that show (1) the beginning and ending balances or 
(2) the net increase or decrease in funds both avoid the absurdity of calling an increase in 
working capital an application of funds (working capital). Myer pointed this out on page 38 


of his article in the Accounting Review, January, 1944. 
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It would not be incorrect, I think, to 
observe that Mr. Myer’s Exhibit II 
“funds” statement on the capital basis 
is a purely mechanical reconciliation of 
changes in account balances that fo- 
cused attention on means and recon- 
ctliation of changes and has no end use 
whatever. A simple statement of the 
changes in comparative balance sheets 
would be far simpler and more useful 
than his “funds” statement on the capi- 
tal basis. 


Third, let us look at that part of 
Mr. Myer’s statement quoted above 
which says that “.. . the statement is 
commonly regarded as a sort of recon- 
ciliation of the capital...” Few other 
writers (if any) regard a fund state- 
ment in this way. In fact, on page 32 of 
the article noted earlier in which Mr. 
Myer dealt with the history of the fund 
statement, he said “This statement’ has 
been named by the writer the statement 
accounting for variation in net worth.” 
It seems unusual that a commonly-used 
statement did not even have a name 
until! Mr. Myer furnished one in 1944. 
The name ordinarily used for a recon- 
ciliation of the capital of a partnership 
goes by just the simple name “state- 
ment of partners’ capital.” The word 
“fund” is rarely, if ever, used in con- 
nection with either a statement of capi- 
tal for a partnership or a corporation. 

Without appearing to condone the 
use of a “funds” statement on the capi- 
tal basis, I would like to discuss it a bit 
more. [Exhibit III does not indicate 
(1) profits, (2) investments, or (3) 
withdrawals. Instead it tabulates all 
the changes in non-capital accounts and 
shows that the net amount of change is 
equal to the net change in partners’ 
capital. This is mathematically cor- 
rect ; but it has no significance. It would 
be equally correct mathematically (and 
equally useless, I fear) to prepare a 
statement of the changes in any balance 
sheet account by tabulating the changes 


that occurred in all other accounts be- 
tween two dates. Mr. Myer does not, 
of course, fall into his own trap but uses 
a different plan for preparing his 
“funds” statements on the working cap- 
ital basis and the cash basis. 


Fourth, a vital fact is missing in the 
illustrative problem. The facts concern- 
ing either the partners’ investments or 
withdrawals are necessary in order to 
obtain the suggested solutions. As now 
stated it is impossible to deduce from 
the facts that (1) each partner invested 
$2,000 during the year and (2) each 
partner withdrew $5,225. The missing 
information about the furniture sold 
(cost $875, depreciation to date of sale 
$350) can, however, be logically de- 
duced from the facts. 


Fifth, the “funds” statement on the 
cash basis seems unnecessarily com- 
plex. In fact, on page 358 Mr. Myer 
points out that “The adjustments for 
the increases and decreases in the ac- 
counts receivable, accounts payable, 
and prepaid expenses tend to compli- 
cate the statement on the cash basis to 
such an extent that it is certainly less 
understandable than that on the work- 
ing capital basis ” The question 
naturally arises whether the mixture of 
the accrual and cash basis results ina 
“funds” statement for cash on the cash 
basis. The use of the accrual basis for 
income recognition in this case hope- 
lessly confused the problem of prepar- 
ing a statement describing the change 
in the cash balance. This contention is 
borne out by Mr. Myer’s further com- 
ment on page 358 that “The statement 
on the cash basis shows the cost of the 
goods purchased for resale since cash 
is decreased by the purchase price of 
all goods purchased whether sold or 
amt..." 

It seems that the statement of 


“funds” on the cash basis should rigor- 
ously follow the cash basis of income 


3 The statement consisting of two columns for comparative balance sheets and two 
columns for increases and decreases. The net change in the non-capital accounts was balanced 


against the change in the capital accounts. 


756 


November 





ncern- 
nts or 
ler to 
Ss now 

from 
vested 

each 
issing 

sold 
f sale 
y de- 


n the 
com- 
Myer 
S for 
e ac- 
able, 
npli- 
1s to 
less 
ork- 
stion 
re of 
ina 
cash 
; for 
ope- 
par- 
inge 
n is 
om- 
1ent 
the 
‘ash 
- of 


or 


of 
‘OF- 
me 


The “Funds” Statement Re-examined 


recognition. Mr. Myer’s Exhibit II of 
“funds” statement on the cash basis can 
Cash balance, January 1, 1950 
Cash was increased by: 
Collection of accounts receivable 
Sale of furniture 
Loan from bank 
Additional investment by partners 


Cash was decreased by: 
Payment of accounts payable 


be restated, in far simpler fashion, as 
follows: 


$ 4,261 


$83,972 

664 

7,500 
4,000 96,136 


~ $100,397 


$47,421 


Selling, general and administrative expense 


Interest 

Withdrawal by partners 
Purchase of furniture 
Purchase of truck 

Repayment of bank loan 
Payment of accrued liabilities 


Cash balance, December 31, 1950 


Mr. Myer’s statement on cash basis 
(Exhibit IV) shows that cash was in- 
creased by sales (both cash and credit ) 
and that the total cash received was 
reduced because of an increase in ac- 
counts receivable. His treatment of 
cash received from sales on credit is 
contrary to business practice and ele- 
mentary bookkeeping techniques. A 
statement purporting to show changes 
in the cash balance is too complex if it 
starts with the accrual basis and at- 
tempts to convert to the cash basis of 
asset flow. The “funds” statement on 
the cash basis should be recognized for 
what it is worth; it should rely on the 
cash basis alone to describe the flow of 
cash. Actually, one might observe, the 
“funds” statement on the cash basis as 
revised and given above is essentially 
a summary of the cash account. 

Sixth, I disagree with Mr. Myer’s 
closing argument in favor of the 
“funds” statement on the working capi- 


$ 95,047 
$ 5,350 


tal basis. Mr. Myer says that the work- 
ing capital basis is broader and funda- 
mentally more consonant with the 
accrual basis of accounting and the 
concept of a continuing business than 
the “funds” statement on the cash basis. 
If, for the sake of argument the fore- 
going points are granted, the statement 
on the cash basis still serves the vital 
purpose of describing the flow of cash. 
The cash and working capital state- 
ments have different coverage, are pre- 
pared on different bases, and serve dif- 
ferent purposes. One is not necessarily 
superior to the other. Two statements, 
although different, can be equally use- 
ful. 

One is forced to wonder how Mr. 
Myer, who has severely criticized the 
“backward art of teaching accounting,” 
has departed so great a distance from 
a simple, useful statement of the flow 
of cash or working capital. 


GL 
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Conducted by BENJAMIN Harrow, C.P.A. 


Gross Receipts Tax 

The Special Deputy Comptroller 
continues to hold! that the General 
3usiness and Financial Tax is appli- 
cable to receipts of corporations that 
make sales within New York City 
through an independent sales represen- 
tative, even though the corporations do 
not maintain offices within the city. 


The ruling was based upon a letter 
requesting a ruling. The letter made 
reference to the fact that the 1950 
legislature amended the law,’ presum- 
ably with the intention of exempting 
such receipts from the Gross Receipts 
Tax. The letter also cited the Norton 
case? wherein the United States Su- 
preme Court held that the Illinois re- 
tailer’s occupation tax imposed for the 
privilege of making retail sales in []- 
linois violated the interstate commerce 





3ENJAMIN Harrow, C.P.A., has 
heen a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and is 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Fed- 
eral Taxation and its Council. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 


New York City. 











1 Ruling dated July 30, 1951. 
2 Chapter 813, Laws of 1950. 
3 U. S. Supreme Court, February 26, 


clause if it taxed a seller who merely 
solicited orders in the state either 
through advertisements or through 
salesmen. The Comptroller does not 
regard the Norton case as controlling 
because the Illinois tax was imposed 
upon total receipts from sales in inter- 
state commerce without any apportion- 
ment whereas, under the gross receipts 
tax, receipts from transactions in inter- 
state commerce are allocated pursuant 
to a formula that in effect taxes only 
receipts properly allocable and attribu- 
table to doing business within the city. 

It might be mentioned that in the 
Spector case*+ the United States Su- 
preme Court held that a Connecticut 
tax imposed upon the privilege of do- 
ing business within the state was un- 
constitutional if it was levied against 
exclusively interstate business, even 
though the tax was presumably fairly 
apportioned. 


It would seem to us that the position 
of the Deputy Comptroller could not 
be sustained in the courts. Taxpayers 
affected by the ruling should therefore 
consider the advisability of litigating 
the issue. 


Nature of Payments Received by a 
Beneficiary in Excess of Estate 
Tax Valuation 


One of the assets of the estate of a 
decedent was an employment contract 
which provided among other things 
that in the event of death the annual 
salary of $30,000 would be paid to the 
decedent’s estate for a period of ten 
years. For estate tax purposes this 
right to receive income for ten years 


1951. 


' See also New York State Tax Forum, July issue, p. 504. 
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was valued at $243,326.70 and so 
taxed. The sole legatee was the widow 
of the decedent and she received the 
annual salary payments. In 1941, the 
widow received a payment of $15,750. 
In that year the total payments re- 
ceived by her exceeded the estate tax 
valuation of the contract by $7,923.30. 
In 1942 and 1943, she received addi- 
tional payments of $12,000 in each 
year. The Commissioner determined 
that the excess payments received by 
the widow in 1941, 1942 and 1943 rep- 
resented taxable income. The Circuit 
Court> upheld the Commissioner, but 
agreed with the taxpayer that the in- 
come should be allocated over the life 
of the contract. 

The Court reasons that Sec. 22(a) 
of the I.R.C.® is broad enough to in- 
clude such payments as income. While 
property acquired by bequest is exempt 
from tax, it is only the fair market 
value of such property at death that is 
the basis of such exemption (Sec. 


113(a)(5)). Anything received in ex- 


cess of the basis is taxable income. 

Since the obligation was to be dis- 
charged in periodic payments, the 
Court held that each payment repre- 
sented in part a return of capital and 
in part a return of income. Apparent- 
ly the Court used the reasoning ap- 
plied to income from annuities. In its 
opinion, the Court says at one point 
that the receipt of an amount due on a 
contract obligation was pro tanto a dis- 
position of the obligation. If that is so 
the question might be raised as to 
whether the excess amount received 
over the basis should not be treated 
as a capital gain. 

The issues raised in this case are 
equally relevant under the state income 
tax law. 

Franchise Tax—Deductibility of 

Interest Payable to Stockholders 


In determining entire net income 
where that is the basis of the franchise 


tax the statute? provides that 90% of 
the interest paid to a stockholder own- 
ing 5% of the stock must be excluded 
as a deduction. This provision was 
first introduced into the law on May 
22, 1937, under old Article 9A. Prior 
to that date the entire interest paid was 
excluded. 

The Appellate Division recently de- 
cided a case® where that provision was 
at issue. The corporation took a de- 
duction of $807,503.98 for interest ac- 
crued to two corporate stockholders 
and showed a net loss for the year. 
The base year involved was 1936, the 
privilege year commenced November 
1, 1937, and the return was due May 
15, 1937. The Tax Commission elimi- 
nated 90% of the interest deduction 
and assessed a tax in excess of $33,000. 
The taxpayer argued that the statute 
providing for the exclusion of 90% of 
the interest became a law eight days 
after the return was filed and there- 
fore should not be given retroactive 
effect. The Court was ready to accept 
this argument but pointed out that the 
statute as it stood on May 15, 1937, 
provided for a 100% exclusion of in- 
terest paid to stockholders in arriving 
at entire net income, unless the money 
was borrowed for the “ordinary ex- 
penses of the corporation.” Since the 
taxpayer could not be aggrieved by 
receiving some deduction where he was 
not entitled to any, the State Tax Com- 
mission was upheld. 


Taxability of Income of a Resident 
who Becomes a Non-resident. 
One of our members submits an in- 

teresting problem involving this ques- 
tion. A resident of New York sells his 
business consisting solely of goodwill 
and reports the profit on the install- 
ment basis. In a subsequent year he 
becomes a non-resident. Is he taxable 
on the profit resulting from installment 
payments received during any year 
that he is a non-resident ? 


5 May D. Hatch v. Com’r., 2nd circuit, June 29, 1951, rev’g. 14 TC 237. 
. gross income includes gains derived from any source whatever. 


7 Section 208, Tax Law. 


8 New Yorker Hotel Corporation v. Graves, 278 A.D. 1003; June, 1951. 
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The regulations, Article 524, pro- 
vide that where a taxpayer changes his 
status from that of a resident to a non- 
resident the final resident return must 
be on the accrual basis. However the 
installment sale probably does not 
come within this provision since the 
installment basis is the same for ac- 
crual or cash basis taxpayers. 

The Tax Commission would proba- 
bly subject future payments received 
while a non-resident to tax on the 
ground that the income was earned in 
New York while the taxpayer was a 
resident. This principle was the basis 
of a court decision’? taxing a non-resi- 
dent on renewal insurance commis- 
sions where the original commission 
was earned while the taxpayer was a 
resident. 

The situation is not free from doubt 
and it may be argued that the install- 
ment sale is in a different category 
from renewal commissions. If that is 
so the present situation may be a loop- 
hole for avoiding the New York tax. 


Accrual of Deduction for 
Real Estate Taxes 


The difference between the account- 
ing and legal concept of accrual have 
resulted in much tax litigation. Gen- 
erally, the legal concept that the tax 
accrues as of a single date has resulted 
in a distortion of income from the ac- 
counting standpoint. A recent Tax 
Court case!? highlights several phases 
of the conflicting views of accountants 
and lawyers. 

For the years 1944, 1945 and 1946 
the taxpayer paid local real estate taxes 
as assessed, but immediately protested 
the assessments by starting proceed- 
ings to abate them. In 1947, the tax- 
payer received some refunds on the 
amounts paid in earlier years. From 
the accounting standpoint the income 
for the earlier years should be cor- 
rected to reflect true net income for 


the applicable period and the taxpayer 
tovk that position. The Court however 
held that the refunds should be re- 
flected as income for the year 1947, 
This is an obvious distortion of income 
as the accountant sees it. It should be 
noted that if the taxpayer had neither 
paid nor accrued the tax the entire de- 
duction as corrected for three years 
would be an allowable deduction in 
1947. 

The case presented a further issue. 
The taxpayer was on an accrual basis 
and reported his income on a fiscal 
year basis ending April 30. The local 
real estate tax became a lien on Janu- 
ary Ist of the year in which assessed. 
The tax bill disclosing the amount of 
the tax which depended upon the valu- 
ation of the property and the tax rate 
for the year was not sent to the tax- 
payer until long after the close of its 
fiscal period. The taxpayer estimated 
the amount of the real estate taxes and 
deducted that estimated amount on its 
tax returns. The Court held that the 
return for the particular year must be 
corrected for the difference between 
the estimated and assessed amounts of 
tax. The accountant would probably 
agree with this finding even though he 
would take exception to the rule that 
a full twelve months tax is accruable 
in this case on January Ist. The tax- 
payer also argued that alternatively the 
difference should be taken into account 
in the next fiscal year when the actual 
tax for the prior fiscal year was first 
known and in fact paid. It should 
again be noted that where a tax is dis- 
puted and no deduction therefore is 
taken a deduction is allowed in the 
year in which it is paid. 

The Court observes that the problem 
is not free from difficulty. It cites the 
leading case of U. S. v. Anderson"! for 
the principle that before a deduction 
for an accrual may be taken all the 
events determining the liability must 


9 Cerf vy. Lynch, 237 App. Div. 283 (1932). 


10 Harbor Building Trust, 16 TC, No. 159. 


11 269 U.S. 422. 
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precede it and the amount must be 
fixed. It also cites the case of Con- 
tinental Tie & Lumber Co. v. U. S.'? 
for the principle that where the liability 
is fixed and where the amount can 
be estimated with reasonable accuracy 
the liability may be accrued even 
though it may be necessary later to 
correct the estimate by an amended 
return. 


Capital Gains and Losses 

of a Trust 

A recent Tax Court case!3 raised the 
issue of whether the trust or remain- 
dermen could take a deduction for 
losses resulting from the sale of securi- 
ties. The grantor had created a New 
York trust for the benefit of his wife. 
Upon the death of his wife the fund 
was to be distributed to nephews and 
nieces. The trustee had the power to 
distribute in kind or partly in kind. 
Upon the death of the wife the trustee 
filed an accounting and asked for an 
order of the court to allow a distribu- 
tion to the nephews and nieces. There- 
after the trustee sold the securities in 
the trust in order to make a cash dis- 
tribution. The sales resulted in losses. 
The trust did not take a deduction for 
the loss, but submitted a statement to 
the remaindermen showing the share 
of each remainderman in the loss. The 
remaindermen claimed the deduction 
which the Commissioner disallowed. 

The remaindermen contended that 
the trust terminated immediately upon 
the death of the life beneficiary and 
legal title to the assets vested in them 
at that moment. The later sale of the 
securities was therefore made as an 
agent of the remaindermen. The Court 
held that the trust did not terminate 
immediately upon the death of the life 
beneficiary. The trustee had further 
duties to perform such as the distribu- 
tion of the fund and the accounting. 
Under New York law a trustee is al- 
lowed a reasonable time within which 
to wind up a trusteeship and during 


12 286 U.S. 290. 


that time the corpus continues to be 
trust property. It continues also for 
federal income tax purposes. The sale 
of the securities was an act of the trus- 
tee required as a prerequisite to dis- 
tribution and therefore only the trustee 
may take the deduction for the loss. 
Under Section 365 of the New York 
income tax law, capital gains and 
losses are taxable only to the fiduciary 
regardless of any contrary provisions 
under a will or trust agreement. 


New York City Sales Tax— 

Rental Libraries and 

Locker Rentals 

Article 100 of the Sales Tax Rules 
and Regulations provides that receipts 
from rental fees for the loan of books 
are subject to the sales tax. The books 
purchased for rental purposes are not 
taxable. However, if such books are 
later sold, such receipts are subject to 
the tax. 

Locker rentals are likewise subject 
to the sales tax. This would apply to 
lockers at railroad stations. Starting 
with May 1, 1951, the tax is not re- 
quired to be collected on amounts of 
18¢ or less. 

The sales tax yield for the three 
months period ending June 30 vielded 
over 43 million dollars exceeding by 
10 million the amount collected for the 
same period last year. May and June 
sales were taxed at the present 3% 
rate. 


Penalties in Tax Administration 
This was the subject of an address 
delivered by Spencer E. Bates, Presi- 
dent of the N. Y. State Tax Commis- 
sion, at the 18th annual meeting of the 
National Association of Tax Adminis- 
trators, held at Lookout Mountain, 
Tennessee, on June 6, 1950. The ad- 
dress contained a number of interest- 
ing general observations on the subject 
of penalties in relation to tax delin- 
quencies. It also stated the position of 
our Tax Commission on this question, 


13 Coachman v. Com’r., 16 TC, No. 174; June 29, 1951. 
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which appears to be a most liberal atti- 
tude toward delinquent taxpayers and 
one calculated to make it easier for 
such taxpayers to make voluntary dis- 
closures of non-compliance with the 
law. 

At the outset of the talk, Commis- 
sioner Bates stated that the “knock 
their brains out” approach to tax eva- 
sion was not his method. He believes 
a tax administrator gets further and 
does a better job through a “more rea- 
soned and temperate approach.” The 
emphasis in his opinion should be not 
in the revenue derived from the penal- 
ties but “in their effective stimulation 
of more adequate compliance with tax 
laws.” 

Commissioner Bates noted the in- 
consistent treatment of penalties under 
Article 9A and under the personal in- 
come tax laws. Under the corporation 
franchise tax law, the penalty for filing 
a fraudulent return is 5% of the tax 
plus interest at the rate of 1% per 
month. In addition, an officer of the 
corporation guilty of filing such a re- 
turn may be penalized up to a maxi- 
mum of $1,000. The statute also pro- 
vides a penalty of not more than $5,000 
against any corporation which fails to 
make any report required by the 
statute. 

An individual filing a fraudulent re- 
turn faces a maximum penalty of 
100% of the additional tax plus inter- 
est at the rate of 1% per month on the 
tax and penalty. On an additional tax 
due of $10,000 the total liability of the 
corporate taxpayer could be $13,900 as 
compared with a total of $25,000 in 
the case of an individual or proprietor 
of an unincorporated business. (Com- 
missioner Bates used the calendar year 
1947 as a basis for comparison. ) 

Unlike a number of states penalties 
are discretionary in New York and not 
mandatory. This has the approval of 
Commissioner Bates. Tax violators, 
says the Commissioner, “fall into three 
main groups:—(1) those who, with- 
out intent, fail to report complete in- 
formation; (2) those who intend to 


/ 62 


defraud, some of whom are engaged in 
illegitimate enterprises, and (3) those 
who make voluntary disclosures.” 

To do justice to a delinquent tax- 
payer, each individual case should rest 
on its own particular merits, says the 
Commissioner. It is part of the job of 
a tax administrator, he continues, to 
face the burden of making difficult de- 
cisions in exercising this discretionary 
power. It makes for equitable treat- 
ment and even builds up goodwill on 
the part of delinquent taxpayers, who 
are more likely to cooperate with the 
tax authorities, knowing that the bur- 
den of penalties will be eased as a 
result. 

In New York the decision to modify 
the statutory penalty depends upon the 
amount of money involved. An asso- 
ciate examiner in the Income Tax Bu- 
reau may cancel or modify penalties 
and interest up to $50 for one year. 
Administrative supervisors and district 
tax supervisors may waive any or all 
interest and penalties up to $250 in any 
year. The Bureau Director, Deputy 
Commissioner and Assistant Directors 
may act on their own, if as much as 
$1,000 in penalty and interest is in- 
volved. Only the Tax Commission 
may modify or waive penalty and in- 
terest if more than $1,000 is involved. 
While the statute provides for criminal 
prosecution in actual practice, such 
action is taken only in the most fla- 
grant cases. ' 

Commissioner Bates paid a fine trib- 
ute to the excellent work of the Special 
Investigations Bureau. At a cost of 
only $530,000 it had collected $15 mil- 
lion in revenue. He mentions the fact 
that S.1.B. agents caught an account- 
ant who knew how to make tax returns 
for his many clients but somehow 
never got around to paying his own 
proper tax. 


Tax Liens 

Commissioner Bates made some ex- 
tended comments on the relative posi- 
tion of the states and the Federal Gov- 


ernment in regard to tax liens. In 
(Continued on page 765) 
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Conducted by Louis H. 


RAPPAPORT, C.P.A. 


Accountants’ Liability under the Securities Act 


yi HE liability of accountants who 
participate in a registration state- 
ment filed under the Securities Act of 
1933 is spelled out in Section 11 of the 
law. That section provides, in part, as 
follows: 

In case any part of the registration 
statement, when such part became effective, 
contained an untrue statement of a material 
fact or omitted to state a material fact re- 
quired to be stated therein or necessary to 
make the statements therein not mislead- 
ing, any person acquiring such security 

. May... Se— 

. every accountant ... who has with 
his consent been named as “having «1 .« COF- 
tified any part of the registration state- 
ment... with respect to the statement in 
such registration statement .. . which pur- 
ports to have been .. . certified by him. 
(Emphasis added.) 

The section of the law quoted above 
makes it clear that the registration 
statement speaks as of its effective date. 
It means that when it becomes effective 
the registration statement must be true 
and there must be no material omis- 
sions. The law provides, however, that 
the accountant may avoid liability if he 
can prove that, after reasonable investi- 
gation, he had reasonable ground to 
believe and did believe in the truth and 
completeness of the statements made on 
his authority. 

In the February, 1950, issue of this 
magazine we pointed out the necessity 
of keeping in touch with the client’s 





Louts H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgomery, 
C.P.A’s., and is also a member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 
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financial affairs after the registration 
statement is filed and before it becomes 
effective. We also suggested a number 
of matters which might be considered 
in a post-filing conference with the 
client. It is possible that the views we 
expressed as to the accountant’s re- 
sponsibility may be more severe than 
would be held by a court if this ques- 
tion were to be litigated. In a 1939 
decision involving this question, the 
court in effect held the accountant not 
liable for events occurring subsequent 
to the date of his certificate. 

The case is cited Shonts, et al. v. 
Hirliman, et al., and is reported in 
S.E.C. Judicial Decisions, in the Fed- 
eral Reporter, and is briefly referred to 
in the loose-leaf services. According 
to our information it is the only re- 
ported case in which the court had to 
consider the accountant’s responsibility 
under the 1933 Act for events occuring 
after the statement date but before the 
effective date. The decision was in the 
District Court for the Southern Dis- 
trict of California and, we understand, 
was not appealed to a higher court. 

The facts in the case were these: A 
motion picture company was organized 
as successor to several predecessors 
and filed a registration statement on 
December 30, 1936, with the S.E.C. 
under the 1933 Act. The certificate of 
the certifying accountants and their 
consent were dated December 28, 1936. 
The company had no material amount 
of fixed assets and did not own a studio 
in which to “shoot” motion pictures. 

A so-called “delaying” amendment 
was filed on January 15, 1937, and was 
followed by a second amendment on 
January 23, 1937. In this second 
amendment changes were made in the 
text as well as in the financial state- 
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ments and accordingly a new certificate 
dated January 19, 1937, and a consent 
were signed by the certifying account- 
ants. A third amendment was filed on 
February 1, 1937, but apparently no 
changes were made in the financial 
statements because a new accountants’ 
consent was not filed. The S.E.C. de- 
clared the registration effective on 
February 3, 1937, as of January 19, 
1937. After the effective date more 
amendments were filed. Some of the 
stock had been sold when the S.E.C. 
instituted stop order proceedings. On 
May 11, 1937, the Commission issued 
a stop order suspending the effective- 
ness of the registration statement (2 
S.E.C. 292), and preventing further 
sales of the stock. 

Some of the people who purchased 
the shares brought suit against certain 
officials of the corporation and the cer- 
tifying accountants. The actions were 
to recover damages (the price paid for 
the stock) under Section 11 of the 1933 
Act, alleging falsity in the registration 
statement. The falsity relied on by the 
plaintiffs related to misrepresentations 
and omissions concerning a lease be- 
tween the motion picture company and 
the owner of a studio, and the failure 
to set forth in the amendments to the 
registration statement that the motion 
picture company was obligated under 
the lease to use the studio a minimum 
of 100 days a year at a total rental of 
$35,000. 

The evidence showed that a formal 
lease was not entered into until March 
9, 1937. However, a telegram signed 
by the studio president, dated January 
31, 1937, committed the company to a 
rental arrangement to be followed by 
a formal leasing. This telegram indi- 
cated that the studios were rented for 
$350 per shooting day but did not refer 
to a minimum guarantee. The formal 
agreement of March 9, 1937, committed 
the motion picture company to shoot at 
least 100 days a year at a rental charge 
of $350 per day while in the studio and 
$175 per day while on location. The 
judge said he was satisfied that the 
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omission from the statement of the 
minimum requirements in the lease, 
which obligated the picture company 
to shoot at least 100 days a year, was 
material. The judge continued: 

“Tt is not of any great significance that 
the lease was not actually entered into until 
later. For that reason, I am of the view 
that there is no falsity in the statement 
that they had certain rental arrangements 
with a particular company. I think the oral 
negotiations and the telegram of January 
31, 1937, showed a commitment which the 
parties themselves considered binding, and 
which was to be later embodied in a more 
formal instrument. The effect of these con- 
clusions is this: No misstatement or omis- 
sion appears in the registration statement 
until after the last certificate of [the cer- 
tifying accountants], dated January 19, 
1937. Prior to January 31, 1937, there were 
merely discussions of rental, and no definite 
undertaking by either side or guarantee of 
a minimum which was binding on the com- 
pany. The failure of the certificate of [the 
certifying accountants] to set up the rental 
undertaking and the minimum guarantee of 
$35,000 as a contingent liability, is not the 
omission of anything which existed then. 
The rental arrangement was not called to 
their attention. There was no entry on the 
books at their disposal, from which, by 
further inquiry, they might have discovered 
that there was such an undertaking. Absent 
these, they cannot be charged with a mis- 
representation which was made later—long 
after their certification.” 


As to the accountants the judge 
concluded : 

“Tn sum, we cannot, as to [the certifying 
accountants], take the subsequent omissions 
and retroject them to the date of January 
19, 1937, so as to “tie” them to a certificate, 
which they made on the basis of facts as 
they then existed and which showed no 
rental arrangement of any kind.” 


If the telegram confirming the lease 
arrangement had been dated prior to 
the date of the accountants’ last certifi- 
cate, would the judge have upheld the 
plaintiffs as against the accountants? 
Is there any significance in the fact that 
the registration statement was declared 
effective on February 3, 1937, as of 
January 19, 1937? These are interest- 
ing questions but we don’t know the 
answers. 

An article which appeared in the 
Yale Law Journal in 1940 commented 
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on this case and made the following 
very interesting observation : 


“The court in this case thus set out as 
reasonable an investigatory standard far 
below that which is customary in the pro- 
fession and necessary for the detection of 
poe contingent liabilities, which must 
be listed in the registration statement. The 
usual investigation, it appears, would in- 
clude securing information from the re- 
sponsible corporate officials as to the ex- 
tent of any contingent expenditures, legal 
opinions on the possibility of damages be- 
ing assessed against the company as a con- 
sequence of any pending litigation, and the 
inspection of the minutes of stockholders’ 
and directors’ meetings. It is true that the 
discovery of such contingent liabilities is 
among the most difficult problems facing 
the accountant, but the accountant, alone, 
will be able to bring to light these items 
of potential importance to security buyers, 
and he should therefore be fully liable for 


any failure to take whatever means are 
available and customary in discovering any 
such concealed obligations.” 


The Shonts case, as we have said, is 
an old one, but it is the only reported 
case bearing on the question of account- 
ants’ responsibility under the 1933 Act 
for events occurring after the date of 
the financial statements and before the 
effective date of the registration. The 
case is not a satisfactory one and raises 
almost as many questions as it answers. 
Until there is a better case, we shall 
hold to the opinion that, under the 1933 
Act, prudence requires the certifying 
accountant to keep in touch with the 
financial affairs of his client up to the 
effective date of the registration state- 
ment. 
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New York State Tax Forum 


(Continued from page 762) 


bankruptcy proceedings tax liens held 
by a state are, in general, on a parity 
with federal tax liens. But where the 
federal government or one of several 
states audits a return of a taxpayer 
and finds an additional tax due, the 
federal government has absolute prior- 
ity over the states in collecting the ad- 
ditional tax and penalties if the tax- 
payer is unable to pay the entire 
amount due to the various taxing au- 
thorities. There may be an exception 
to this rule if the state has perfected its 
inchoate lien although this is unsettled 
according to Commissioner Bates. The 
Commissioner suggests that in the 








public interest all governments should 
have equal standing in this matter of 
collection of taxes. He suggests legis- 
lation which would make possib!e a 
proration where assets are insufficient 
to make payment in full, just as is done 
in bankruptcy cases. 

The spirit of the address is well sum- 
marized in the final paragraph. “Our 
free, democratic society will never be 
imperilled by the tax collector so long 
as he remembers that it is his solemn 
obligation to defend the constitutional 
rights of the taxpayer with the same 
vigor that he exerts in protecting the 
interests of the State he serves.” 




















Notes on the New York State 
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Joint Accounts for Merit Rating 
4 i or more qualified employers 


can apply for the establishment of 
a joint account pursuant to Rule 12, 
recently promulgated by the New York 
State Unemployment Insurance Divi- 
sion. 

A qualified employer is one who has 
been subject to the New York State 
Unemployment Insurance tax for four- 
teen consecutive completed calendar 
quarters immediately preceding July 
Ist of any year and must have paid 
some remuneration to employees and 
filed contribution reports in the calen- 
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SAMUEL S. REss 


dar year immediately preceding July 
Ist. 

The employers who wish to establish 
a joint account need not be in the same 
or related industry nor are they re- 
quired to have common ownership or 
management. Any group of qualified 
employers can pool their experience for 
Unemployment Insurance Tax pur- 
poses. 

Unemployment Insurance _ benefit 
charges will be levied against the pooled 
account as though it were the account 
of a single employ er. The tax rate will 
be computed for the pooled account and 
apply for all firms in the joint account. 

Rule 12 reads as follows: 

“a. A joint account shall be established 
upon the application of any two or more 
qualified employers. Such joint —— 
shall be maintained as if it constituted < 
single employer’s account. The rate of con- 
tribution applicable to the joint account 
shall be computed as of the computation 
date in the preceding calendar year, and 
such rate shall apply from the first day ot 
the calendar quarter in which the appliica- 
tion was made to the end of that calendar 
year. 

“The rate of contribution applicable to 
the joint account with respect to the calen- 
dar year following the calendar year in 
which the application was made shall be 
determined or redetermined as of the com- 
putation date in the calendar year in which 
the application was made. In establishing 
the age factor of the joint account, the 
‘years of liability for contributions’ of the 
joint account shall be computed by adding 
the number of full consecutive years pre- 
ceding the computation date during which 
each employer has been liable for contribu- 
tions and dividing the result by the num- 
ber of employers involved.” 

“b. A joint account may also be estab- 
lished between an employer qualified for 
rate credits as of September thirtieth, nine- 
teen hundred fifty and other employers not 
qualified for rate credits as of that date it 
some of the employees of the employer so 
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qualified have been transferred to such 
other employer or employers on or prior 
to July first, nineteen hundred fifty-one, 
provided the functions in which they were 
engaged and the assets, if any, relating to 
such functions are also transferred to such 
other employer and further provided the 
transferring employer discontinues such 
functions upon the transfer. Experience of 
employers so affected shall be combined 
and such employers shall for all purposes 
of this section be treated as if they had 
operated as a single employer. For the 
purpose of establishing an initial account 
balance, the age factor shall be established 
by adding the age factors which apply to 
each of such employers whether or not any 
of them, considered separately, would be 
qualified employers and by dividing the re- 
sult by the number of employers involved.” 

“c. A joint account may also be estab- 
lished among employers not qualified for 
rate credits as of September thirtieth if an 
employer qualified for rate credits as of 
such date has transferred all or substan 
tially all of his assets to two or more em- 
ployers on or prior to July first, nineteen 
hundred fifty-one and discontinued opera- 
tions upon such transfer, provided the em- 
ployers to whom the assets are transferred 
are liable for contributions as of the date 
of the transfer, and further provided that 
all employers to whom such assets were 
tr ansferred join in an application.” 

“The experience of all such employers to 
whom such assets have been transferred 
shall be combined and such employers shall 
for all purposes of this — be treated 
as a single employer. For the purpose of 
establishing an initial account balance, the 
age factor for such joint account shall be 
established by adding the age factors which 
apply to each such employer and the age 
factor of the transferring employer whether 
or not any of them, considered separately, 
would be a qualified employer and by divid- 
ing the result by the number of employers 
involved.” 

“d. The rate of contributions applicable 
to the joint accounts established under 
sections b and c above shall be computed 
at such times and in the manner prescribed 
by section a of this rule.” 

“e. Joint accounts established under sec- 
tions b and c above shall for all purposes 
of this rule be treated as a single qualified 
employer and may join with other quali- 
tied employers in a joint account. 

“f Any joint account shall be dissolved 
upon the filing of an application by one or 
more of the employers included in such 
joint account. The rate of contribution 
applicable to the accounts of the employers 
included in such joint account shall be re- 
spectively determined or redetermined as 
of the computation date in the calendar 


1951 


year in which such application is filed, and 
such rates shall apply as of the effective 
date occurring in such calendar year.” 


Some Recent Appeal 

Board Decisions 

The new Unemployment Insurance 
Experience Rating provisions make the 
employer an interested party in every 
Unemployment Insurance benefit claim 
made by one of his former employees. 
An employer who is dissatisfied with a 
a determination granting an Unemploy- 
ment Insurance benefit payment to a 
former employee, may request a hear- 
ing to dispute the claimant’s right to 
Unemployment Insurance benefits. The 
employer’s request for a hearing must 
be accompanied by a $10.09 deposit 
which will be returned to the employer 
only if the Referee modifies or reverses 
the decision of the Industrial Commis- 
sioner to pay the benefit. An employer 
who disagrees with the Referee’s deci- 
sion may appeal to the Unemployment 
Insurance Appeal Board and pay a 
$25.90 deposit with his Notice of Ap- 
peal. The deposit will be returned only 
if the Referee’s decision is modified or 
reversed. It becomes important to em- 
ployers therefore, to be familiar with 
the more important rules pursuant to 
which benefit claimants may be sus- 
spended or disqualified from receiving 
Unemployment Insurance payments. 

1. If a claimant quits the job with- 
out good cause but is actively seeking 
other work, he may not make a valid 
claim for benefits until he registers at 
an Unemployment Insurance Office 
and serves a six-weeks suspension pe- 
riod. There have been many decisions 
handed down by the Appeal Board and 
the courts in determining whether 
“good cause” exists. 

From time to time some of the more 
interesting and relevant decisions will 
be discussed. 

2. If loss of employment is due to 
misconduct in connection with the job 
or due to an industrial controversy in 
the establishment, a valid claim may 
not be filed until seven weeks after 
employment ended. 
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3. If a claimant refuses a suitable 
job without good cause he is disquali- 
fied for that entire period of unemploy- 
ment. 

+. Ifa claimant is not available for 
work he is disqualified until he demon- 
strates he is available. 

If an employee quits and withdraws 
from the labor market, he will be dis- 
qualified as unavailable and should he 
at some later date apply for Unem- 
ployment Insurance, certifying and 
demonstrating that he has reentered 
the labor market, the last employer will 
be queried at that time and the reason 
for the separation examined to deter- 
mine whether it was without good 
cause, 

Appeal Board Case *26 720-51, 
dated August 24, 1951, illustrates a 
case where a claimant was found to 
have quit her job without good cause. 
The claimant was employed for eight 
years as a payroll clerk in a steel mill. 
The payroll department consisted of 
the claimant, a male payroll clerk and 
the chief. The claimant’s work was 
similar to that of the male payroll 
clerk. He had one year more seniority 
than the claimant, and in the absence 
of the supervisor, he exercised super- 
visory authority. He also had several 
years of accounting experience and 
was considered to have more analytical 
ability than the claimant. His salary 
was slightly higher than the claimant's. 

After an extensive time study and 
job analysis that had been made of the 
numerous functions of the employer’s 
establishment, a reclassification of the 
various jobs was made effective Sep- 
tember 1, 1950. The claimant’s posi- 
tion was reclassified to payroll clerk 
“B” and she was given an increase in 
salary. However the male payroll 
clerk was reclassified as payroll clerk 
“A” and his new salary was $32.00 a 
month more than the claimant’s. 

The claimant resented the fact that 
her job was reclassified lower than that 
of the male payroll clerk and when her 
employer refused to change her reclas- 
sification, left her job on October 13, 
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1950. She filed for Unemployment In- 
surance benefits on October 30, 1950. 
The Industrial Commissioner ruled 
that she was disqualified from receiy- 
ing benefits for 42 consecutive days 
from October 30, 1950, on the ground 
that she voluntarily left her employ- 
ment without good cause. At a hear- 
ing before the Referee, the Industrial 
Commissioner’s determination was 
overruled. The Appeal Board reversed 
the Referee’s decision and upheld the 
Industrial Commissioner. 

The Appeal Board pointed out that 
the Referee’s decision was based upon 
a finding that the claimant was justi- 
fied in leaving her job because she re- 
ceived an inferior classification due to 
her sex. The Appeal Board stated that 
the credible evidence failed to support 
any justification for the Referee’s find- 
ing. The Appeal Board further stated 
that the claimant’s employer had the 
right to make a reclassification after a 
careful and exhaustive analysis of the 
various jobs in the employer’s estab- 
lishment and that the claimant was not 
justified in leaving her position just 
because she was disappointed in her 
reclassification. The Appeal Board 
found that the main reason the male 
payroll clerk was given a higher rate 
than the claimant was because of his 
better training experience and qualiti- 
cations and that the sex of the em- 
ployee was not given any consideration 
in the job analysis and furthermore 
that the results would have been the 
same regardless of the claimant’s sex. 
It was held therefore that the claimant 
voluntarily left her employment with- 
out good cause and the Industrial 
Commissioner was justified in disquali- 
fying the claimant from receiving bene- 
fits for 42 consecutive days from Octo- 
ber 30, 1950. 


* kK x 


Another case, Appeal Board Case 
#27-896-51, dated August 24, 1951, 
demonstrates a situation in which a 
claimant was disqualified from receiv- 
ing benefits on the ground that without 
good cause she refused employment 
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for which she was reasonably fitted by 
training and experience. 

The Industrial Commissioner had 
also ruled that the claimant was un- 
available for employment. The claim- 
ant had filed a claim for benefits and 
registered for employment on Novem- 
ber 30, 1950. She had been employed 
for about seven years ending on June 
19, 1950, as a head-bookkeeper. In 
this employment she had supervised 
two assistant bookkeepers and _per- 
formed the usual duties of a full-charge 
bookkeeper, except that she did not 
work with the general ledger or take 
off trial balances. Her terminal salary 
was $75.00 a week plus bonuses. She 
resigned because of pregnancy and 
gave birth on September 17, 1950. In 
1944, the claimant had been employed 
by another employer where she had 
general ledger work and took off trial 
balances in addition to her duties as a 
full-charge bookkeeper. The claimant 
was classified in an employment office 
as an assistant bookkeeper and on 
February 2, 1951, was offered a job in 
that category at a salary of $55.00 a 
week. The claimant refused this offer 
of employment on the grounds that the 
salary was insufficient and further that 
she is not an assistant bookkeeper. 
Thereupon, the Industrial Commis- 
sioner issued an initial determination 
which disqualified her from receiving 
benefits on the ground that the refusal 
was without good cause. At the hear- 
ing before the Referee, the Industrial 
Commissioner amended the initial de- 
termination to include a finding that 
the claimant was unavailable for em- 
ployment because of salary restrictions. 

She had indicated that she would not 
consider any offer of employment at 
less than $70.00 a week. The prevail- 
ing wage unit of the Bureau of Re- 
search and Statistics of the State of 


New York reported that the majority 
of full-charge bookkeepers earned from 
$55.00 to $72.00 a week. The Appeal 
Board held that the claimant was er- 
roneously classified as an assistant 
bookkeeper by the Employment Serv- 
ice and that she should have been clis- 
sified as a full-charge bookkeeper. The 
claimant’s skills and employment his- 
tory which included general ledger and 
trial balance work justified her esti- 
mate of the type of work for which she 
is best qualified. 

The acceptance of an assistant book- 
keeper’s job would not have utilized 
her best skills and would tend to de- 
press her wages. However the Appeal 
Board found that she was unavailable 
for employment as a full-charge book- 
keeper so long as she restricted her 
minimum salary requirements to a job 
paying at least $70.00 a week. In view 
of the evidence submitted by the Bu- 
reau of Research and Statistics which 
indicated that the majority of full- 
charge bookkeepers earned from 
$55.00 to $72.00 a week, the Appeal 
Board decided that the claimant should 
not be disqualified from receiving bene- 
fits on the ground that she refused em- 
ployment for which she is reasonably 
fitted by training and experience, with- 
out good cause. However they did find 
that she was unavailable for employ- 
ment so long as she continued to main- 
tain the $70.00 minimum salary re- 
quirement. The effect of this decision 
was to make the claimant eligible for 
benefits as soon as she indicated that 
she was willing to remove the $70.00 
minimum salary requirement. 

If the Appeal Board had found that 
she had refused employment without 
good cause then she would not have 
been permitted to receive any Unem- 
ployment Insurance benefits through- 
out her entire period of unemployment. 
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Tax Department Mechanics 


a amount of interest 
has been evidenced by account- 
ants in the subject of tax department 
mechanics discussed in last month’s 
column. This subject was also dis- 
cussed at the September meeting of the 
Office and Staff Management Group. 

Apart from the physical aspects of 
the handling of a return in the proc- 
esses of preparing, reviewing, typing, 
proofreading, assembling, and mailing 
it, there also are the accuracy controls. 
What is the best way to prepare and 
review returns in the shortest period 
of time yet insuring the maximum ac- 
curacy and savings? 

The following thoughts are offered 
in this connection. 

1. Staff men assigned to the prepa- 
ration and review of tax returns must 
be qualified to do so. Those who pre- 
pare business tax returns throughout 
the year, and those who are conscripted 
for the preparation of personal income 
tax returns during the early months 
of the year, must know the tax law, 
regulations, and the common problems 
of each type of tax return. 

This can be accomplished by the 
following means: , 

(a) Tax literature must be made 
available to staff to keep them posted 
on current rulings, decisions, and 
changes in the laws and regulations. 


(b) Bulletins should be furnished. 


to the men, from time to time, bring- 
ing out the highlights of important 
tax decisions and changes, to insure 
understanding and to point out the 
practical effects thereof and how 
they should be applied for the bene- 
fit of clients. 
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(c) Staff meetings for the discus- 
sion of tax cases, review of the law, 
peculiar requirements of the various 
tax returns, tax pitfalls, tax saving 
ideas, and other pertinent tax mat- 
ters. 

Before each personal income tax pe- 
riod a refresher course should be given 
to those assigned to such work. Pam- 
phlets published by the various tax 
service companies should be distribu- 
ted among the men as required read- 
ing. In addition, the physical aspects 
of the preparation and disposition of 
returns should be discussed to obtain 
the fullest possible compliance with the 
established procedures. 

It doesn’t matter whether the staff 
consists of two, 20, or 200 men. There 
must be a sound approach to the im- 
portant task of tax return preparation. 

2. Check lists covering points to be 
observed in the preparation of returns 
should be prepared for each type of 
return. Do not trust all to memory. 
Such a check list would include pro- 
vision for referring to prior years’ re- 
turns (or summarized data) for carry- 
overs, tax examination changes of 
prior years affecting the current year, 
inquiry into non-taxable income and 
non-deductible expenses, items not on 
records which must nevertheless be 
taken into the returns, and numerous 
other situations which should be 
covered. 

3. A check list for the benefit of 
reviewers should be prepared. The 
steps they should follow in review 
should not all be left to memory. 

In the October, 1951, issue of the 
Journal of Accountancy there is an 
excellent article entitled “Reviewing 
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the Corporate Federal Income Tax 
Return” by Jackson L. Boughner, 
C.P.A. It is a good illustration of the 
value of the check list (called a ques- 
tionnaire in the article) and sets forth 
and comments on the contents. 

Though the time involved in the 
initial preparation of such check lists 
may be considerable, they will pay off 
most generously thereafter in time 
saved, greater accuracy, and better tax 
results. This applies to the smallest 
individual accounting practice as well 
as to the large. 

The Editor would be happy to re- 
ceive samples of check lists in use for 
publication in this column. 


Fireproof Files and Cabinets 

Fire insurance companies claim that 
43% of all companies whose records 
are destroyed by fire do not reopen— 
presumably for that reason. It is not 
likely that accountants would neces- 
sarily suffer such a fate. But the em- 
harrassment, annoyance, and client ill- 
will, like the memory of the fire, might 
linger on forever, or a mighty long 
time in any event. 

A sense of complacency develops 
among accountants as well as others 
about such protective matters. Partic- 
ularly in view of the present state of 
emergency, this problem is more acute. 

Accountants would be wise to deter- 
mine how “fireproof” their present 
metal files and cabinets really are. 
There are enormous differences in the 
ability of metal cases to withstand fire 
and heat, and water too, for varying 
periods of time. Certainly the most 
important papers should be kept in the 
safest files and cabinets. 

It is also possible to carry record- 
loss insurance. This would compensate 
for losses and expenses attributable to 
the destruction of the records. 


Tax Problem in Partnership 
Agreements 
Members of accounting partnerships 
should give consideration to the tax 
status of retirement and death benefit 
provisions in their agreements. This is 
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particularly applicable to those cases 
where the provisions are based on the 
assumption that there cannot be any 
transferable or salable goodwill in a 
professional partnership. That concept 
has been shattered by the decisions in 
the cases of Horton, and Il’yler. 
Though these cases dealt with the sale 
of an accounting practice, nevertheless 
they clearly establish that goodwill 
may exist in a personal service busi- 
ness. 

Retirement and death benefits may 
be construed as payments for goodwill 
where the firm’s position, the amount 
paid and the formula for its computa- 
tion, the language of the partnership 
agreement, and the existence of good- 
will factors generally recognized by 
accounting and tax practitioners, can 
be found to support such a view. Even 
the existence of a disclaimer provision 
may not necessarily be sufficient if 
other provisions and circumstances 
negate it. 

The tax consequences of payments 
being held to be for goodwill are very 
obvious, namely, that they will be con- 
sidered non-deductible for income tax 
purposes. 

It does not follow, however, that 
payments for partners’ retirement and 
death benefits necessarily represent the 
purchase of goodwill. This can be de- 
termined only from the intent of the 
agreement, its provisions, and the 
other pertinent factors in each case. 
The use of life insurance as a means 
of financing such transactions is a com- 
mon practice. One must determine 
whether such action may not have an 
implication that it is for the acquisition 
of an intangible asset. Where it is used 
to finance the payment of the balance 
due a partner according to his capital 
and profit share accounts, then all that 
is involved is the payment of a debt. 
If it is for something in addition, then 
what does it constitute ? 

Unfortunately, partners may not 
have tax-recognized pension _ plans, 
though attempts to bring that about 


(Continued on page 775) 
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Conducted by Davin Zack, C.P.A. 


i His column is a clearing house for 
questions, problems and comments 
regarding Excess Profits Taxes. Items 
of general interest will be published 
herein and full credit will be given all 
contributors unless they request other- 
wise. All inquiries and contributions 
should be addressed to: 

Editor, The Excess Profits Tax Exchange 

The New York Certified Public 

Accountant 
677 — Avenue 


New York 22, N. Y. 


New Corporations 

One of our members submits the fol- 
lowing practical problem. The reply is 
based on the current law as this is being 
written before the enactment of the 
Revenue Act of 1951. 


“A corporation was organized January 
20, 1947, and closes its books on a 
calendar year basis. An excess profits 
tax return was filed for the calendar year 
1950 based on the industry’s rate of return 
on its total assets as of December 31, 1949, 
pius its capital additions and its increase 
in average borrowed capital for the calen- 
dar year 1950. How is its excess profits 





Davip ZACK, C.P.A., is a mem- 
ber of our Society and of its Com- 
mittee on Federal Taxation. He is 
Chairman of the Committee on Mu- 
nicipal and Local Taxation. 

Mr. Zack is a member of the New 
York Bar, the Federal Bar, and the 
Tax Bar. He isa Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration where he developed an 
intensive course on the New Excess 
Profits Tax Act. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
engaged in tax practice with a prom- 
inent New York firm of certified 
public accountants. 











tax credit computed for the calendar year 

1951 and future years? In addition to the 

industry’s rate of return on its gross assets 

as of December 31, 1949, is that credit in- 
creased by the increases in capital and 
average borrowed capital for both 1950 and 

1951 or just for the calendar year 1951? 

If just for 1951, what happens to the in- 

creases in capital and borrowed capital for 

1950? If both years, exactly how are the 

increases averaged for both years 1950 and 

1951? I presume the method to be used 

for 1951 would similarly apply to future 

years. 

There are two distinct rules for the 
computation of the excess profits credit 
for a corporation under Section 445 of 
the Internal Revenue Code. There is 
one rule for the taxpayer’s first three 
taxable years (Sec. 445(b)(1)) anda 
different formula for subsequent years 
(Sec. 445(b)(2)). Since the corpora- 
tion in issue was organized on Janu- 
ary 20, 1947 and presumably com- 
menced business on or about that date, 
its first three taxable years would be 
1947, 1948 and 1949. We are there- 
fore concerned with the second rule for 
1950 and thereafter. 

Section 445(b)(2) computes the 
average base period net Income for tax- 
able years after the first three by apply- 
ing the industry base period rate of 
return to “total assets” at the later of 
the following two dates: (1) The last 
day of the year before the taxpayer's 
first excess profits taxable year, or (2) 
the last day of the third year after the 
taxpayer commenced business. In the 
instant situation, both of these dates 
fall on December 31, 1949. The tax- 
payer must therefore apply its industry 
rate of return to its total assets on 
December 31, 1949 and subtract the 
interest paid or incurred by it during 
the calendar year 1949, 

Section 445(e)(2) provides that 
new corporations beyond their first 
three years compute their net capital 
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addition or reduction from the same 
date as of which the total assets are 
taken,—December 31, 1949 in this 
particular case. There is no need for 
averaging 1950 and 1951 or any later 
year, the net increase or decrease is 
simply figured from December 31, 1949, 
to the current year for which the re- 
turn is being prepared. 


Acquiring Corporations and 
Change in Products ér Services 


An upstate reader submits the fol- 
lowing interesting question : 

“Taxpayer ‘A’, an individual, was sole 
owner of a hotel acquired by him in 1945, 
which he leased to an operating partner- 
ship consisting of himself and two other 
individuals. In 1947 the partnership dis- 
continued operations and dissolved. Tax- 
payer ‘A’, who still owned the hotel, 
formed a new corporation and transferred 
the hotel properties to it in exchange for 
all of its stock. The corporation thereafter 
owned and operated the hotel for the re- 
mainder of the base period. (Note that 
the two other partners were entirely 
eliminated. ) 

“Under the facts above stated, is the cor- 
poration an acquiring corporation under 
the 1950 Excess Profits Tax, or does it 
qualify as a new corporation formed in the 
base period? 

“If it is an acquiring corporation, does 
Section 443 relating to changes in products 
or services, apply?” 

Section 461(f) considers a sole pro- 
prietorship to be a partnership for the 
purposes of Section 461(a)(1)(D). 
The latter section qualifies a corpora- 
tion which has received substantially 
all the properties of a partnership in an 
exchange to which Section 112(b) (5) 
is applicable as an “acquiring corpora- 
tion”. Since the question indicates that 
taxpayer “A” apparently transferred 
the hotel to the corporation for stock in 
a transaction that would be tax-free 
under Section 112(b) (5) of the Inter- 
nal Revenue Code, the corporation is 
an acquiring corporation under the 
Excess Profits Tax Act of 1950. 

Since the “component corporation” 
commenced business on or before the 
first day of the taxpayer’s base period, 
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the acquiring corporation might qualify 
for relief under Section 443 if it could 
establish that it had a_ substantial 
change in products or services during 
the last 36 months of its base period. 


Excess Profits Net Income 

If the Excess Profits Tax Act of 
1950 is not sufficiently complex to im- 
press most practitioners, we have the 
added feature of ambiguous semantics 
to confuse the skeptical reader. The 
common term “excess profits net in- 
come” has at least a half dozen differ- 
ent definitions under various sections 
of the law and an unwary reader may 
be easily confused, to put it mildly. A 
tentative list of definitions is submitted 
hereunder ; additions are solicited. 

(1) Excess profits net income for 
the current taxable year—Section 
433(a). 

(a) Excess profits net income—In- 
vested Capital Method—Section 
433(a)(1)(N). 


(b) Excess profits net income—In- 
come Method—Section 433(a) 
(PEO). 


(c) Excess Profits Net Income— 
Historical Method Section 
433(a)(1)(J). 

(2) Excess profits net income for 

base period years—Section 433(b). 

(3) Excess profits net income for 
current taxable year and base period 
years for certain instalment and long 

term basis taxpayers—Section 455. 

(4) Excess profits net income 
under the relief sections—Sections 


442-446, 


In the case of taxpayers using the 
income method and having fiscal years 
ended after June 30, 1950, and before 
December 31, 1950, we have the anom- 
alous situation of two different excess 
profits net incomes (under Section 
433(a) and 433(b)) being computed 
for the same taxable year, since por- 
tions of the same year serve as part of 
the base period and the current taxable 


(Continued on page 775) 
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To the Editor of The New York 

Certified Public Accountant: 

For practical reasons, this note 1s 
best dressed in a cloak of anonymity. 
Its purpose is to take the staff men off 
a pedestal on which Mr. T. H. Carroll 
seemed to put them in August. 

I am a member of the Society and 
have joined the ranks of many who 
have transferred to private industry. 
We go along with the idea of client 
preparation for the audit and do sub- 
stantially as suggested by the author in 
his paper in the August, 1951, issue. 
However, on page 532 he urges a co- 
operative attitude to avoid antagonism, 
with the thought that it is primarily 
the client’s problem. 

To a point, I concur but I do think 
that the members of the auditors’ staff 
frequentiy create an unwarranted an- 
noyance. The client has to run a busi- 
ness for 12 months of a year and not 
just for an audit. He must have infor- 
mation available and it is his problem 
to get it in the easiest way. He must 
file reports, many of which have a dead- 
line shortly after the close of his fiscal 
year, especially if that is December 31. 

My suggestions are to guide the staff 
seniors more closely as I was guided 
by a brilliant man who is still in public 
work: 

1. Wait until the client makes ad- 
justments in ledgers before taking 
trial balances, if the client is the 
type who adjusts accounts. That 
saves posting many journal entries 
in working papers. For example, 
we start in the front of the ledger 
and go through each account, 
making corrections if they are re- 
quired ; all of them can’t be com- 
plete at once. I formerly opposed 
postponement of trial balance until 
I found how it saved time. 
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Don’t try to analyze an account if 
the client indicates that he knows 
that adjustments are needed and 
that he is hurrying along to them. 
For instance, deferred charges 
(such asJnsurance) often need at- 
tention but are relatively unimpor- 
tant in total on the balance sheet, 
so they are left to last. Let the 
auditors arrange their program ac- 
cordingly. 

3. Stop running in with errors of 
$10-$100. Don’t make a great to- 
do. I have had some do that and 
since it was on a tax return or 
accrual, the dollar value was sma!i 
after applying the tax percentage. 

4. Get the staff to learn the relative 
importance of matters. The mar- 
ket value of some bonds (only 
a parenthetical item of small 
amount) was in error by $20 on a 
bid and ask quotation. Some fun 
when the senior got a quote from 
another source ! 

I know from experience on both 
sides—and I sometimes regret it—that 
antagonism is awful. But please let us 
CPAs take their share of the responsi- 
bility for alleviating the condition and 
not throw the ball to the client for all 
the errors. 





Ed. Note: Our anonymous correspond- 
ent states, in his second paragraph that 
Mr. Carroll “urges a cooperative atti- 
tude to avoid antagonism, with the 
thought that it is primarily the client’s 
problem.” A reference to the article 
should dispel any such connotation 
quickly. There is no inference that the 
problem is primarily the client’s; in- 
deed Mr. Carroll says that it concerns 
both the client and the auditor. 

Since the auditor is present to in- 
quire into and to observe facts, it would 
seem that any annoyance, warranted 
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or unwarranted, is almost surely more 
apt to occur in the mind of the audited 
than that of the auditor, and should of 
course be carefully guarded against. 
As a matter of fact, in most accounting 
organizations, the members of the staff 
are generally instructed to avoid any 
action or speech which might create a 
lack of cooperation. 

There is one other point worthy of 
mention: The time schedule under 
which an auditor works is usually not 


of his own choice; often it is not even 
the client’s. Bankers, attorneys, and 
other interested parties sometimes com- 
pel the completion of an engagement 
by a certain deadline. If, for example, 
the indenture covering a loan should 
require certification by a_ particular 
date, too often the burden of completion 
seems to rest solely upon the auditor. 

We hope that this exchange will help 
clear the way to a better understanding 
of a joint problem. 


Office and Staff Management 


(Continued from page 771) 


are under way. However, it is not il- 
logical to provide for reduced activity 
by partners after a certain age or years 
of employment. They can be retained 
as advisory partners and be compen- 
sated at a reduced basis for as long as 
they are alive and able to serve the 
firm. Such payments should be tax 
deductible. 

In the case of long established, high- 
ly reputed, profitable firms, the pay- 
ment of death benefits which will not 


be construed to be the equivalent of a 
purchase of goodwill, in part or in full, 
requires astute and careful planning. 
In any event its success cannot be as- 
sured. This phase will be discussed 
further in a future issue. In the in- 
terim, the Editor will be pleased to 
receive, and publish for the benefit of 
those struggling with the problem, any 
plans presently in use that may be con- 
sidered appropriate for the tax objec- 
tive. 
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year. The same spectacle arises when 
relief is computed under the growth 
formula in Section 435(e). 

The variety of excess profits net in- 
come provided in Section 433(a) for 
the current taxable year raises a ques- 


tion as to which should be used to- 
gether with the minimum credit and in 
the computation of the maximum limi- 
tation. The entire situation would seem 
to leave a little room for legislative 
clarification. 


Nore: Any answers to questions contained herein represent the opinions of the author and 


are not promulgations by the Society. 
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Price Level Changes and Financial Statements 
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SUPPLEMENTARY STATEMENT NO. 2* 
COMMITTEE ON CONCEPTS AND STANDARDS UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 


American Accounting Association 


O* of the conventions presently 
underlying corporate accounting 
is the assumption that fluctuations in 
the value of money may be ignored. 
Business transactions are recorded in 
terms of a nominal monetary unit, and 
accounting statements exhibiting busi- 
ness results and financial position simi- 
larly employ the monetary unit as a 
common denominator. 

\s traditionally measured, account- 
ing net income expresses the excess of 
periodic revenue over the cost of the 
capital (resources) “consumed” in 
earning that revenue. Under the pres- 
ent monetary postulate, the “costs” 
charged against revenue in measuring 
net income are, in general, dollar costs 
—the number of dollars initially in- 
vested. 

With changing price levels, however, 
the value of the dollar does not remain 
stable; within the economy as a whole 
its average purchasing power fluctu- 
ates continuously.!’ Under the impact 
of the price level changes of recent 
vears, challenges have arisen as to the 
adequacy, for many purposes, of the 
conventional method of measuring net 
income. Some accountants contend 
that the principal significance of dol- 
lars lies not in their number but in 
their purchasing power, and that, when 
the value of the dollar changes, ac- 
counting measurements of business 
costs should be modified accordingly. 
They propose, therefore, that the or- 


* August 1, 1951. 


derly evolution of accounting now re- 
quires, as an extension of present prac- 
tices, the reflection in financial state- 
ments of all items of revenue and cost 
on a “common dollar” basis. They 
contend that experience amply demon- 
strates that money as a standard of 
value is an unstable variable; that in 
many cases the balance sheet repre- 
sents the assembly of basically non-ad- 
ditive amounts; and that income cal- 
culations are distorted by the failure to 
place all amounts on a uniform dollar 
value basis. 

The proponents of modification are 
not in agreement, however, as to the 
methods by which the effects of varia- 
tion in the value of the dollar should 
be measured, or as to the manner in 
which these effects should be disclosed 
in corporate financial statements. 

Accountants who oppose modifica- 
tion contend that the conventional 
treatment is deep-rooted in practice, in 
law, and in general understanding: 
that the significance of the problem is 
exaggerated ; that the variations in the 
value of money are compensated for in 
part by other factors; and that any 
change in practice not supported by 
general demand would result in irregu- 
larity of application and in confusion. 

The 1948 Statement on Accounting 
Concepts and Standards Underlying 
Corporate Financial Statements, in a 
footnote, opposed departure, at that 
time, from historical costs: 


Fluctuations in the United States Bureau of Labor Statistics Index of average for the 


year wholesale Prices: 


1913— 69.8 1932— 464.8 1946—121. 
15 


1920—154.4 1939— 77.1 1947—1: 
1926—100. 1945—105.8 1948—16: 


4/0 


1949—155.0 
1950—161.5 
1951—182.8 (May) 
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Official Decisions and Releases 


“Readers of financial statements may be 
aided in their interpretations by consider- 
ing the effect of fluctuations in the purchas- 
ing power of money. A marked, permanent 
change in price levels might impair the 
usefulness of statements reporting asset 
costs ; however, price changes during recent 
years do not afford sufficient justification 
for a departure from cost. Accounting con- 
cepts and standards appropriate for the re- 
flection of a drastic and permanent change 
in prices would need to be developed in the 
event of such a change.” 

In reconsidering the subject at the 
present time, the Committee does not 
believe it necessary to weigh or even to 
state all of the arguments for or against 
the adoption of the “common dollar” 
proposal. Ultimately, the desirability of 
change will be determined by the use- 
fulness of any projected corrective pro- 
cedures ; this in turn will depend large- 
ly upon the significance of the problem, 
a matter not yet fully established by 
objective measurement. 

In order to clarify the problem and 
to suggest a course of action, the Com- 
mittee has considered these questions: 

(1) Is modification of the conventional 
accounting approach to net income deter- 
mination to give explicit recognition to 
changes in the value of the dollar a desir- 
able development ? 

(2) If so, what methods are most appro- 
priate for measuring variations in the value 
of the dollar and for giving effect to such 
variations in financial reports ? 

(3) If such modification is desirable, 
how is disclosure best to be accomplished ? 


This Supplementary Statement No. 
2 sets forth the conclusions and recom- 
mendations of the Committee. 


THE QUESTION OF MODIFICATION 


Conclusions 

(1) In periodic reports to stock- 
holders, the primary financial  state- 
ments, prepared by management and 
verified by an independent accountant, 
should, at the present stage of account- 
ing development, continue to reflect 
historical dollar costs. 

(2) There is reason for believing 
that knowledge of the effects of the 
changing value of the dollar upon fi- 
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nancial position and operating results 
may be useful information, if a practi- 
cal and substantially uniform method 
of measurement and disclosure can be 
developed. 

(3) The accounting effects of the 
changing value of the dollar should be 
made the subject of intensive research 
and experimentation; the specific sig- 
nificance of the basic problem should 
be determined with as much accuracy 
as possible; the means of its solution, 
if its significance warrants, should be 
thoroughly investigated. 


Discussion 

Conventional accounting practices, 
which include adherence to historical 
dollar costs in financial reporting, have 
evolved over a long period. The use- 
fulness for certain purposes of data so 
derived is well established. A complete 
and abrupt shift to an alternative basis 
at the present time is believed to be 
both inappropriate and impractical for 
several reasons: 

(1) A vast body of common and 
statutory law and legal precedent, in- 
numerable contractual and business 
relationships, and many _ regulatory 
provisions are presently founded on 
existing accounting practices. 

(2) Although the upward move- 
ment of prices has occasioned an in- 
creasing general awareness of the in- 
stability of the dollar as a unit of value 
measure, there is no clear indication 
that businessmen, stockholders, em- 
ployees, and the general public either 
desire or could now accept, without 
considerable confusion, any departure 
from historical cost. 

(3) There is a lack of substantial 
agreement as to methods by which 
purchasing power adjustments may be 
accomplished; experimentation with 
specific methods has been inadequate. 
General acceptance of a proposal that 
present accounting methods be changed 
demands a clear demonstration of 
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practical utility, which in this case is 
not vet available. 

(4) Recorded and summarized his- 
torical dollar costs appear to provide 
the only adequate starting point for 
the development of information which 
will reflect the effects of changes in 
the value of the dollar. 

These reasons are deemed sufficient 
to sustain the conclusion that, at the 
present stage of accounting develop- 
ment, the primary financial statements 
should continue to reflect historical dol- 
lar costs. 


It does not follow, however, that 
such primary statements constitute the 
only financial information that should 
be presented in financial reports. For 
many purposes wide fluctuations in 
the general price level (changes in the 
value of the dollar) may place severe 
limitations on the validity, and, there- 
fore, on the usefulness of statements 
based on historical dollar costs. Under 
such circumstances, the income state- 
ment reflects revenue expressed auto- 
matically in “current” dollars, while 
the cost of earning that revenue is ex- 
pressed in dollars of widely varying 
purchasing power; the balance sheet, 
too, represents an assembly of items 
similarly measured in varying dollars. 
While historical dollar cost statements 
are essential even in periods of major 
price change and may be adequate for 
some purposes, there is substantial 
evidence that important informational 
benefits would be derived from a re- 
statement of accounting data in terms 
of a monetary unit of uniform signifi- 
cance—should an acceptable means of 
adjustment and presentation be devel- 
oped. These benefits would stem from 
the elimination—or segregation—of 
one hitherto unknown variable, the 
fluctuation in the unit of measure. 

While corporate reports are typi- 
cally prepared primarily for stock- 
holders, the information therein pre- 
sented becomes, in effect, public prop- 
erty, and may enter quite generally 


> See footnote 1. 
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into the formation of judgments. Fi- 
nancial statement data expressed in 
uniform “current” dollars would seem 
to be useful for the following purposes : 


(1) The appraisal of managerial 
effectiveness in terms of the preserva- 
tion of the current dollar equivalent 
of the capital invested in the business 
and not merely its initial dollar 
amount ; 

(2) The analysis of earning power 
in terms of the current economic back- 
drop ; 

(3) The determination and justifi- 
cation of sound wage policies ; negotia- 
tions with labor unions; 

(4) The determination by govern- 
ment of long-range policies with re- 
spect to “control” of the economy 
through monetary policy, price regu- 
lation, limitation of profits, taxation, 
CtC. 5 

(5) The creation of an informed 
public opinion with respect to profits, 
prices, wages, etc., and the effect of 
inflation (or deflation) upon financial 
relationships generally ; 

(6) The determination of man- 
agerial policies with respect to pricing, 
credit, dividends, expansion, and the 
like. 

That the value of the dollar does 
fluctuate substantially is revealed by 
published general price indexes.? That 
this fluctuation has created an account- 
ing and reporting problem of material 
significance has been less fully demon- 
strated. No specific objective method 
of measurement and adjustment appli- 
cable to all situations has been devised 
and widely adopted. Hence, accurate 
estimates are difficult; but there ap- 
pears to be sufficient evidence as to the 
significance of the problem and as to 
the materiality of the amounts involved 
to justify extensive research and ex- 
perimentation directed toward the de- 
termination of materiality, and, possi- 
bly, the development of a satisfactory 
solution. 
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METHODS OF MEASUREMENT 
Conclusions 

(4) The effects of price fluctuations 
upon financial reports should be meas- 
ured in terms of the over-all purchas- 
ing power of the dollar—that is, 
changes in the general price level as 
measured by @ GENERAL price index. 
For this purpose, adjustments should 
not be based on either the current value 
or the replacement costs of specific 
types of capital consumed. 

(5) The measurement of price level 
changes should be all-inclusive; all 
statement items affected should be ad- 
justed in a consistent manner. 


Discussion 

It has sometimes been suggested that 
the current or anticipated replacement 
cost of specific types of assets be used 
as a means of measuring the current 
dollar costs of capital “consumed.” 
This, however, would represent a de- 
parture from recorded historical cost 
and thereby would destroy to a consid- 
erable degree the objectivity of ac- 
counting. The cost of “consuming” 
existing capital should be determined 
irrespective of the intention to replace 
in kind, to replace with a different type 
of capital, or not to replace at all. This 
conclusion appears to rule out, in the 
determination of income for periodic 
reporting to stockholders and other 
non-management groups, the use of 
either replacement costs or a price in- 
dex specific to the particular kinds of 
assets “consumed” by a given corpo- 
ration.” 

In contrast, the adjustment of his- 
torical dollar costs—the restatement of 
these costs in current dollars of equi- 
valent purchasing power as measured 
by a general price index—is independ- 
ent of estimated replacement costs or 


replacement policy. It differs from the 
conventional original dollar cost con- 
cept only in that it recognizes changes 
in the value of the dollar and reflects 
these changes in the amortization of 
costs and in the determination of peri- 
odic income. Its application is inde- 
pendent of possible or probable future 
price changes, either upward or down- 
ward, since only past changes in the 
value of the dollar are reflected in the 
adjusted figures. 

The use of a measure of over-all 
price levels as a basis for such adjust- 
ment is entirely consistent with the fact 
that initial investment is made as an 
alternative to, all other possible busi- 
ness uses of funds and, as recovered, 
again becomes “free” for reinvestment 
or any other proper business use. 
While substantial portions of inflow- 
ing funds must be used to replace the 
capital “consumed” if the productive 
resources of the enterprise are to be 
maintained, management has consider- 
able freedom of choice in selecting the 
new assets to be acquired. 

The most widely urged objection to 
the use of price indexes as a means of 
adjusting past dollar outlays to current 
dollar equivalents is their alleged in- 
accuracy. The Committee believes, 
however, that the errors inherent in 
index number construction are rela- 
tively unimportant where substantial 
changes in price levels are involved. 
The existence of such weaknesses in 
index number construction — places 
practical limitations on the utility of 
index number adjustments but does 
not invalidate their use. Specifically, 
the practical limitations are: (1) ad- 
justments for very small changes in 
the general price level are ineffective 
and (2) adjustments tend to become 
less accurate (because of changes in 


3 The Committee is not unaware of the importance of replacement costs for many pur- 


poses, nor is it insensitive to the fact that comparisons of current revenues with the costs of 
replacing the capital “consumed” in producing such revenues may be highly significant. 


Financial management necessarily involves the planning of fuéure capital receipts and disburse- 
ments; and no valid objection can be raised to any form of explanation which enhances the 
comprehension of such problems on the part of stockholders and other interests external to 


corporate management. 
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the real weights of index number ele- 
ments) as the time period is extended. 

Generally speaking, any index num- 
ber adjustment for change in the value 
of the monetary unit must be viewed, 
not as a fact, but as an indication of 
fact—although quite possibly a more 
accurate indication than is often possi- 
ble in other accounting judgments, as, 
for example, the periodic cost expira- 
tion of long-lived assets. That price 
indexes provide generally acceptable 
indications of fact is demonstrated by 
their increasing adoption as bases for 
wage payment contracts. 

The Committee believes that one 
reasonably accurate and objective in- 
strument for adjusting original dollar 
costs to reflect changes in the value of 
the dollar is the Bureau of Labor Sta- 
tistics index of wholesale prices. Un- 
doubtedly a better index can be devel- 
oped, and will be as the need becomes 
apparent. In the meantime, the B.L.S. 
index will serve reasonably well for 
experimental purposes; any degree of 
error introduced by its variation from 
the “ideal” index may be negligible as 
compared with the difference, given 
substantial price changes, between 
original dollar costs and their current 
dollar equivalents. 

Adjustments made for changes in 
the value of the dollar should be all- 
inclusive (i.e., should apply to all state- 
ment items). This is held to be essen- 
tial to full disclosure. One of the most 
important effects of price level change, 
for example, may be its impact on the 
“net balance of fixed-dollar items” 
(assets fixed in dollar amount minus 
claims fixed in dollar amount). When 
the general price level is rising, corpo- 
rations derive gain (realized or un- 
realized as may be) from any excess 
of liabilities and non-participating pre- 
ferred stock over assets fixed in dollar 
amount. (When the general price level 
is declining, this same relation of fixed- 
dollar items results in loss—realized or 
unrealized.) This gain (or loss, as the 
case may be), which typically moves 
inversely to the real cost of capital 
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“consumed,” and which may be of 
significant proportions, is revealed only 
by analysis and adjustment of balance 
sheet items. 


METHODS OF DISCLOSURE 


Conclusions 

(6) Management may properly in- 
clude in periodic reports to stockhold- 
ers comprehensive supplementary state- 
ments which present the effects of the 
fluctuation in the value of the dollar 
upon net income and upon financial 
position. 

(a) Such supplementary statements 
should be internally consistent; the in- 
come statement and the balance sheet 
should both be adjusted by the same 
procedures, so that the figures in such 
complementary statements are coordi- 
nate and have the same relative signifi- 
cance. 

(b) Such supplementary statements 
should be reconciled in detail with the 
primary statements reflecting unad- 
justed original dollar costs, and should 
be regarded as an extension or elabora- 
tion of the primary statements rather 
than as a departure therefrom. 

(c) Such suppiementary statements 
should be accompanied by comments 
and explanations clearly setting forth 
the implications, uses, and limitations 
of the adjusted data. 

Discussion 

That financial reports should include 
information supplementary to the pri- 
mary statements has long been accept- 
ed in corporate reporting. Recently 
there have been included in some an- 
nual reports explanations of the effects 
of price changes upon the reported re- 
sults. In general, however, references 
to this subject have been fragmentary 
and have followed no consistent and 
uniform pattern. Experimentation may 
demonstrate that the effects of price 
level changes are of sufficient impor- 
tance to justify a more comprehensive 
treatment. The most practical method 
of ascertaining the extent of the prob- 
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lems involved is by means of consid- 
ered experimentation in the prepara- 
tion of supplementary analyses. The 
most promising method of determining 
the utility and acceptability of alterna- 
tive results is by means of presentation 
in corporate reports in the form of sup- 
plementary statements. 

It is desirable that both the supple- 
mentary balance sheet and the supple- 
mentary income statement prepared for 
any given situation be directed to the 
service of the same ends, and that they 
therefore be prepared on a consistent 
basis. The items in the two statements 
should thus be accorded similar adjust- 
tnent treatment. This facilitates logical 
presentation of the respective adjust- 
ment amounts, including the adjust- 
ment of the proprietary equity. 

The primary and the supplementary 
statements should be clearly reconciled 
through the medium of accompanying 
comment and explanation, and the sig- 
nificance, implications, and limitations 
of the adjusted data set forth through 
similar media. This will serve the re- 
quirements of educational purpose and 
thereby contribute to a better under- 
standing of our economic environment 
and to the establishment of more sound 
business relationships. 

It is not proposed that such state- 
ments would be covered by the opinion 
of independent accountants (unless and 
until adjustment techniques are per- 
fected and their utility proved) ; in the 
meantime their status would be that of 
explanatory material in the preparation 
of which independent accountants 
might participate. 


SUMMARY 


In concluding this statement on 
Price Level Changes and Financial 
Statements, the Committee seeks to 
bring into perspective the several co- 
ordinate recommendations which it has 
presented. 

In accounting, different purposes may 
require different types of reports. The 
raditional balance sheet and income 
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statement, employing historical dollar 
costs, have proved their usefulness and 
are of primary importance for many 
purposes. Reports prepared to reflect 
fluctuations in the value of the dollar 
may prove to have substantial useful- 
ness for other purposes. 

It is the judgment of the Committee, 
therefore, that the time has come to 
give adjusted dollar statements a thor- 
ough test. Such statements should now 
be, and may continue to be, supple- 
mentary to the financial statements 
based on historical dollar cost. During 
the period of development (or of ex- 
perimentation, whichever it may prove 
to be), such statements need not be 
covered by the independent account- 
ant’s opinion although he might assist 
in their preparation. A number of such 
experiments by different corporations 
in different types of business will un- 
doubtedly be required. Only by means 
of such experimentation can method- 
ology be tested and usefulness proved 
or disproved. 

The Committee has determined the 
basic premises on which, in its judg- 
ment, such tests should be conducted: 

(1) Since the supplementary state- 
ments are intended to restate historical 
costs to reflect changes in the value of 
the dollar and are not concerned with 
changes in the value of specific assets, 
a general price level index should be 
used. 

(2) Since the relationships within 
the balance sheet and within the income 
statement, as well as between the two 
statements, are of importance, the ad- 
justments should be comprehensive in 
scope to the end that the effect of price 
level changes will be reflected in each 
item to the exent appropriate. 

(3) Since the effectiveness of ac- 
counting statements depends on reader 
understanding as well as on basic use- 
fulness, the two types of statements 
should be fully reconciled in published 
reports and should be accompanied by 
explanations as to their respective na- 
tures, usefulness, and limitations. 
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Statements of the Committee on 
Accounting Concepts and Standards 
represent the reasoned judgment of at 
least two-thirds of its members. They 
are not official pronouncements of the 
American Accounting Association or 
of its Executive Committee. 

They shall not necessarily be viewed 
as stating rules of current professional 
conduct or procedure. Rather, they 
state objectives in the development of 
accounting principles. Some are in- 
tended to have immediate applicability, 
while others forecast the general direc- 
tion in which accounting may develop. 


Committee on Concepts and Standards 
Underlying Corporate Financial 
Statements—1951 
Willard J. Graham, Chairman 

Thomas M. Hill 


George R. Husband 


James S. Lanham 
Stewart Y. McMullen 
Maurice Moonitz 


Maurice H. Stans 


There are listed below the names of 
the six men who have acted as consult- 
ants to this Committee. They have 
given freely of their time in criticizing 
successive drafts of this Supplementary 
Statement and have offered many con- 
structive suggestions for its improve- 
ment. It does not follow, however, 
that they are in complete agreement 
with the conclusions, nor do they as- 
sume responsibility for them. 


Samuel I. Broad 
James L. Dohr 
Howard Greer 
Christian E. Jarchow 
Earle C. King 
William A. Paton 


Ge. 


Technical Tax Aspects of LIFO 


(Continued from page 750) 


must be made in years ending prior to 
January 1, 1953. Where the adjust- 
ment results in refund of tax a claim 
must be filed by the taxpayer. 


Claims for Refund; Additional 
Assessments 
A claim for refund is timely, of 
course, if it is filed within the period 
provided by statute for the filing of 
claims on any grounds; but, in addi- 
tion, the claim is also timely if filed 


within three years from the date of 
filing the return for the year of replace- 
ment. Where the adjustment results in 
a deficiency, the Commissioner must 
assess it within three years from date 
of filing the return for the year of re- 
placement or within the statutory pe- 
riod otherwise available. Refunds and 
deficiencies are made without interest. 
The taxpayer can obtain an interim 
or “quickie” allowance of 75% of the 
refund by filing the proper application. 
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(Continued from page 727) 


Industrial Internal Auditing 

W. A. Walker and W. R. Davies. 

McGraw-HiLv_ Book Company, Inc., New 

York, N. Y., 1951. Pages: vii ++ 329; $5.00. 

lhe authors of the book are executives of 
the United States Steel Corporation: Mr. 
Walker is Vice-President, Accounting, and 
Mr. Davies is Director, Audit Division. 

Its stated purpose is to fill a need for the 
discussion of internal audit principles with 
special reference to the requirements of in- 
dustrial companies. 

The first three chapters deal with a discus- 
sion of the place of internal auditing in an 
industrial company, its claim to status as a 
profession, and the fundamental principles 
which underlie a sound system of internal 
control. Differences between public (ex- 
ternal) auditing and internal auditing are 
given 

It is difficult to summarize the next group 
of five chapters. They are, in this order, 
Fraud, Types of Audit, Organization of 
Audit Staff, Reports (of audit), and Plan- 
ning the Audit. Some of the interesting 
observations made by the authors are: that 
function segmentation is the best means of 
applying internal audit to large industrial 
companies; and that centralized responsibil- 
ity for auditing is preferred. They also con- 
sider needed aptitude and attitudes of persons 
engaged in internal auditing. 

The book then proceeds from the general 
to the specific and, in the next four chapters, 
the balance sheet categories of Cash, Receiv- 
ables, Inventory, and Accounts Payable are 
selected to demonstrate the extent of the field 
in which internal auditing can find oppor- 
tunities for useful service. Many ideas and 
suggestions are given. 

As the book progresses, the angle of the 
authors’ view moves from that of accounting 
categories to organizational categories. In 
chapters 13, 16 and 17, the work of internal 
auditing is related to the responsibilities of 
Sales, Production, and Traffic Departments. 
Here again, are many suggested points of 
profitable auditing. 

Payroll and incentive wage plans receive 
thorough coverage in chapters 14 and 15. In 
addition, the Appendix devotes two (of five) 
problems to the same general topic of payroll. 

There is a chapter on construction work, 
which appealed to the reviewer as particu- 
larly useful and timely, in these days of ex- 
panded construction activity. The final chap- 
ter is a concise account of the auditing 
incidental to the purchase of a new business. 

The appendix is rather extensive: it repre- 
sents 43% of the total pages in the book. In 
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it are five problems and one solution (it is 
stated that solutions for the other four are 
available). The thoroughness with which 
case study problems are presented is excep- 
tional. The one for construction auditing 
requires 29 pages to give all the pertinent 
information, and 17 pages for the report on 
this audit (the solution). 95 pages are de- 
voted to the other four problems: Payroll 
Control, Transporation, Incentive Wages, and 
Shipping Controls. 

Perhaps it is indicative of the philosophy 
of the authors that the chapter on Fraud was 
given only 9 pages—indicative of a belief that 
detection of fraud is the least part of internal 
auditing. A much wider scope of internal 
auditing is envisioned. It seems clear that, 
in the opinion of the authors, any action, or 
lack of action, anywhere in the company, that 
might affect the profitable operation of the 
business, is fair game for the internal auditor. 

One can readily believe that the authors 
have had a wealth of experience in auditing 
the many and varied operations of a large 
corporation. The profusion of ideas presented 
by them should be beneficial to anyone en- 
gaged in industrial auditing, whether in a 
large company or in a small one. 

A better arrangement in the order of the 
chapters and of some of the material within 
some of the chapters would have improved 
the readability of the book, but the essential 
merit of the substance outweighs the con- 
struction faults by a considerable margin. 

J. A. DowLtne 


Member of Committee on Publications. 


Advanced Accounting (Volume I) 

By George Hillis Newlove and S. Paul 

Garner. D. C. HeatH AND ComMPaNy, 

Boston, Mass., 1951. Pages: xiii + 626; 

$6.00. 

Volumes I and II of the authors’ Advanced 
Accounting books assume a previous study 
of intermediate accounting. Volume II on 
Reorganizations, Bankruptcies, Fiduciaries, 
and Partnerships, was published in 1950, and 
was reviewed in the February, 1951, issue of 
the New York Certified Public Accountant. 
Volume I, on Corporate Capital and Income, 
was published in 1951. In Volume I, the 
authors state that they “have attempted to 
treat in a comprehensive manner the many 
accounting problems arising in the determina- 
tion and classification of corporate capital 
and periodic income.” A substantial part of 
the emphasis of the book is therefore on the 
income statement rather than the balance 
sheet. 
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he authors state that their book is in- 
tended to serve: 

1. Undergraduate and graduate students of 
advanced oe 
Prospective C.P.A. examinees. 

Ks A ot cep and legal. 
For undergraduate students, however, this 
reviewer feels that the book would be heavy 


reading. 


> 


Thoroughly woven into the materials of 
the book are the bulletins, releases, and 
monographs of the American Accounting 
Association, the American Institute of Ac- 
countants, and the Securities and Exchange 
Commission. The book also contains an un- 
usually large number of citations and refer- 
ences to accounting and legal authorities For 
orientation purposes several of the chapters 
(especially materials on income taxes) have 
sections devoted to judicial decisions,—all 
adequately referenced to statutes and court 
decisions. 

Chapters 1-6 are devoted largely to prob- 
lems involved in the determination of cor- 
porate proprietorship. The discussion in- 
cludes such topics as economic and business 
capital, kinds of capital stock, opening the 
books of a corporation, organization ex- 
penses, treasury stock, stock retirement, sur- 
plus and surplus reserves. Chapter 5 is de- 
voted to non-surplus reserves and it com- 
mences with a list of 80 of these reserves. 
Chapter 6 covers “Corporate Dividends: 
Legal and Accounting Aspects” and the cov- 
erage, for an accounting text, is much more 
complete than usual. 

Chapters 7-11 are devoted to detailed coy- 
erage of the mathematical and accounting 
aspects of the evaluation of income and fixed 
assets (including appraisals, Chapter 11). 
These chapters give rather detailed coverage 
of the basic formulas and techniques em- 
ployed by accountants and appraisers. In 
evaluating income-producing property, for 
example, the following methods are pre- 
sented : 

Grimes and Craigue Sinking Fund Method 

Morkill Sinking Fund Method 

Hoskold Sinking Fund Method 

Hoskold-O’ Donohue Sinking Fund Method 

Compound Interest Actuarial Method 

Compound Interest Deferment Method. 
These chapters are additionally supported 
by a set of Compound Interest and Annuity 
Tables in the appendix. 

Chapter 9 relates to 
valuation, inclusive of 
of value amortization. 


_fixed assets, their 
illustrative methods 


{ccountant 


Chapter 10 is devoted entirely to the prob- 
lem of evaluating the price to be paid for 
improved or productive real property. Again, 
actuarial mathematical formulae are used 
liberally. 

Chapters 12-15 are devoted to the “tech- 
nical difficulties” (q.v., preface, page v), in- 
volved in the determination of periodic busi- 
income. This section commences with 
business and economic income and an ex- 
planation of the reasons for the shift of 
emphasis to income statement reporting. The 
nature of these four chapters is indicated 
by their titles: 

Chap. 12. Nature of 
and Its Realization. 

Chap. 13. Periodicity 
ness Income. 

Chap. 14. 


ness Income 


ness 


Business Income 


Factor and Busi- 


Factor and Busi- 
(concluded). This chapter 
includes such topics as “smoothing” peri- 
odic income, installment sales, consignment 
sales, and construction contracts. 

Chap. 15. Foreign Branches and Sub- 
sidiaries. 


Periodicity 


Chapter 16 is devoted to stabilized account- 
ing, a new departure in textbooks but de- 
cidedly worth while for the advanced reader. 

The book is accompanied by a separately 
printed Advanced Accounting Problems Book 
(paper cover, page size 8% x 11), $2.00. 
There are 265 exercises for class and home- 
work and 172 problems for homework. 

It is evident that the authors experienced 
a heavy work load in their preparation of 
Advanced Accounting, Vol. I, II. Their books 
represent authoritative additions to the liter- 
ature of accounting. 

ARNOLD W. 
Syracuse University, 
Syracuse 10, New York. 


JOHNSON 


Accountants’ Index (Ninth Supplement) 


Prepared under the supervision of Miriam 
W. Donnelly, Librarian. AMERICAN INSTI- 
TUTE OF ACCOUNTANTS, New York, N. Y., 
1951. Pages: 229; $5.00. 


This ninth supplement to that most invalu- 
able key to accounting literature—THE Ac- 
COUNTANTS’ INDEX—contains the only com- 
prehensive index of accounting literature for 
the year 1950. The thousands of entries are 
arranged alphabetically by author, subject and 
title and comprise a bibliographical research 
tool which, together with the predecessor vol- 
umes, belongs in every accountant’s library. 
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